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Study reveals IRS morale, efficiency, 


collections, have declined since reorganization 


JOINT 


Congress, as well as most practitioners, 


aling since ils reorganization. 


COMMITTEE ON INTERNAL 


by SpectAL Apvisory GROUP TO 


REVENUE TAXATION 


was anxious lo find how the revenue service has been oper- 


{ special advisory group appointed by the Joint Committee on Internal 


Revenue Taxalion has investigated IRS performance during these past two years, finds thal in 


general the service has been less effective than before the reorganization. Recommendations of the 


group for improvement, and details of their findings are revealed by these excerpts from their report 


ECOGNIZING that the reorganization of the Internal 
Revenue Service under Plan No. 1 is an accom- 
plished fact, the advisory group is of the opinion that 
it is not practical at this late date to suggest a return to 
the old system. Moreover, it is believe d that some of the 
changes accomplishe d winder the new system have been 
an improvement. It is the opinion of the advisory 
group, however, that changes can be made in the 
present organization of the Service which will mate- 
rially improve the revenue situation and the morale 
and administration of the Service. 

Our recommendations for improving the Service are 
as follows: 

That a study be made under the direction of the 
Joint Committee on Internal Revenue Taxation to de- 
termine whether the offices of regional commissioner 
represent an unnecessary superstructure which should 
be abolished. From information presently available, 
it appears that these offices may be unnecessary. 

2. The supervision of the two functions of tax deter- 
mination and tax collection should be placed in a 
single administrator above the district director level. 
Either 
should be reassigned to another 


the collection function 
official coordinate 
with the district director and responsible to a higher 


the determination or 


level. 

3. A centralized post-audit review should be es- 
tablished in the national office in order to provide 
greater uniformity in the administration of tax laws 
and regulations but with no authority to reopen cases 


in the absence of fraud or misrepresentation of mate- 
rial facts. 

4. The role of the Inspection Service in the Internal 
Revenue Service should be confined to investigating 
wrongful conduct by Service employees and to the 
systematic verification of audit accounts and financial 
transactions. It should be the stated policy of the na- 
tional office to make clear at all times that its function 
is limited to these duties. It should not be permitted 
to reopen and review determinations and settlements 
on the merits. 

5. Performance of agents should not be judged on 
the basis of production quotas. There should be a re- 
turn to the system which places more reliance in the 
judgment of the group supervisor in determining what 
type of case ought to be handled by agents under his 
control and the time to be allotted to a particular agent 
to make an examination. Agents should not be com- 
pelled to make a hurried and ineffectual examination 
through a production quota. 

6. There should be assembled in the national office 
groups of specialists capable of giving advice to the 
field on particular technical subjects. It is believed 
essential that specialized problems should be passed 
upon by an experienced group of technicians and not 
entrusted to the judgment of individual agents. This 
is particularly true with respect to such matters as en- 
gineering problems, exempt organizations, corporate 
distributions and adjustments, pension and profit-shar- 
ing trusts, insurance, and interest computations. 
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The Chief Counsel should be restored to his 
former position as a statutory officer appointed by the 
President and confirmed by the Senate. 

8. So long as the Chief Counsel remains under the 
authority of the General Counsel for the Department 
of the Treasury the budgetary control of the Counsel’s 
Office should be vested in the General Counsel and 
not subject to the budgetary control of the Commis- 
sioner. Some adjustments should be made in the salary 
scale of the Chief Counsel’s Office so that top positions 
of comparable responsibility in the Commissioner's 
Office will not be above those of equal responsibility 
in ti Chief Counsel’s Office. 

A study should be conducted under the direction 
of a Joint Committee on Internal Revenue Taxation 
to determine whether a separate conference section 
should be established in the district director's office. 
From information available it appears that the new 
informal conference procedure is not working §satis- 
factorily in all regions and that the overburdening 
and conflicting administrative and technical duties of 
the group supervisor make it impossible for one man 
to adequately perform such duties. 

10. The voluminous reports now required from the 
field should be curtailed. There should be a lessening 
of requirements from the field for statistical reports 
and data. The compilation and furnishing of statistical 
information which the field offices are now required to 
submit seriously interfere with the main function of 
determining and collecting taxes. 

Adequate clerical and stenographic assistance 
should be provided for revenue agents and others en- 
gaged in making tax determinations. This is a prob- 
lem which has existed for some years but recently has 
> acute. 

This report sets forth certain comments of the 
present operation of the Internal Revenue Service un- 


become mor 


der the reorganization. The advisory group is of the 
opinion that the report should be released for public 
examination and analysis and that public hearings be 
held for discussing the advisory group's recommenda- 


tions. 


Assessment and collection of revenue 


The record shows that the amount of income taxes 
withheld have increased from $18.5 billion in 1952 to 
$21.6 billion in 1954. Collections through audit activi- 
ties declined from $1,535 million in 1952 to $1,111 
million in 1954. 

The record confirms the fact that additional assess- 
1954 are below the 1952 level. 


Collection of back taxes shows the same trend. The 


ments for fiscal year 


record also shows that the amount of taxes outstanding 
for which warrants have been issued is substantially 
falling off of back tax collections oc- 
curred during the same period as collection personnel 
was being reduced. It also appears that new assess- 
ments are not keeping pace with the assessments pro- 


increasing. The 
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posed in prior years, despite the steady rise in national 
income and the number of taxpayers filing returns. 
Moreover, this occurred during a period when the 
number of agents on the rolls were increasing. Some 
of the difficulty may be due to the large number of 
experienced agents leaving the Service and an attempt 
to replace them by inexperienced personnel. For ex- 
ample, information submitted by the Revenue Service 
shows that 3,317 collection officers were transferred 
to the audit division as internal revenue agents during 
the period July 1953 to June 1954. 


Decline in morale 


In November of 1954, the staff of the Joint Commit- 
tee circulated a questionnaire to various groups and 
individuals outside the Internal Revenue Service for 
the purpose of securing data as to morale, enforcement, 
and administration under the reorganization plan. 

With the aid of the American Bar Association, 
American Institute of Accountants, National Society of 
Public Accountants, Research Institute of America, 
United States Chamber of Commerce, Controllers In- 
stitute of America and others, questionnaires were 
circulated throughout the country. 

As a result of this circulation the staff received a 
great many responses which give a strong indication 
that since the reorganization plans were put into effect 
and implemented there has been a serious decline in 
the morale of Service employees. It is believed that 
without good morale the Service will not be able to 
function properly or efficiently in the best interest of 
the Government and the taxpayer. 

The responses received from the questionnaire with 
respect to morale may be summarized as follows: 

1. What is the present morale of the Service in your 
district? Good, 34 per cent; fair, 19 per cent; poor, 47 
per cent. 

2. How does morale at present compare with the 
morale in 1951? Same, 19 per cent; better, 35 per cent; 
worse, 46 per cent. 

3. How does morale at present compare with morale 
at the end of 1953? Same, 47 per cent; better, 
24 per cent. 

4. Is the morale now: Improving, 27 per cent; con- 
stant, 47 per cent; declining, 26 per cent. 


29 per 
cent; worse, 


It is important to emphasize that mere enumeration 
of answers to questions asked should be only the first 
step in an accurate analysis of responde nts’ answers. 

Only the replies from the New York region show a 
percentage of “good” greater than “poor.” An analysis 
of the New York region seems to indicate that the re- 
tention of experienced men who are able to inject 
such experience and ability into performance, and to 
follow to a great extent old and tried techniques and 
practices, even under new procedures, results in better 
morale. 

In addition to the responses to the staff question- 
naire, there were received hundreds of letters from all 
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regions dealing with the reorganization. This corre- 
spondence indicates that morale in all levels is far from 
good. The reasons given in responses for most of the 
difficulty appear to be grounded in the following: 

1. There is a conflict of authority between regional 
commissioners’ offices and directors’ offices, which re- 
sults in interference in the audit function. 

2. The inspection service through its investigations 
creates fear and uncertainty among employees as to 
whether their honest decisions will be questioned and 
thus there is considerable buckpassing of difficult 
questions to supervisors, resulting in impaired effi- 
ciency. 

Instructions from the national office are ambigu- 
ously worded. Many such instructions apply to one 
region and are directed to all regions, which merely 
creates confusion. 

4. When supervisory positions both in the Wash- 
ington office and in the field offices become vacant, 
they are in some cases filled with personnel, from 
within and without the Service, lacking technical ex- 
perience or qualifications. 

5. Methods, policies, and procedures for administer- 
ing the tax laws have been formulated and adopted 
by persons lacking tax administration experience with- 
out consultation with experienced internal revenue 
employees in sections affected. 


Enforcement 

The enforcement activities of the Internal Revenue 
Service appear to be at a low ebb. The staff question- 
naire revealed that a major deterrent to effective ex- 
aminations is the “production quota” system. The Com- 
missioner attempted to explain this in his release to all 
field employees dated October 27, 1954: 

“For some ri we in the national office have been 
disturbed by (1) the fact that the total number of in- 
dividual cases ihe by the service is not consistent 
with the total number of employees and (2) the fact 
that there are some excessively wide variations in total 
case production among the 64 district offices. I can 
assure you the figures are not explainable by such 
factors as differences in case type, population density, 
number of employees, and the like. 

“As a consequence, during 1954 we have been en- 
couraging regional and district offices to establish 
specific office standards of production, so that both 
supervisors and employees know what is considered 
normal.” 

The “standard of production” which was established 
in the Service appears to have caused a worsening of 
the enforcement picture. Replies to the staff question- 
naire indicate that under the established production 
quota system proper standards of individual perform- 
ance and proper standards of examination are ignored 
in favor of number of returns examined. The estab- 
lished production quota procedure has too frequently 
reduced the agent’s investigation to a cursory examina- 


tion of readily available records and a quick look for a 
few obvious items on which a change can be made so 
as to close the case and meet the quota set. 

Replies to the staff questionnaire indicate consider- 
able complaint with respect to the consolidation of the 
office of the collector with the office of the revenue 
agent in charge under a district director. Under the 
reorganization procedure many former collectors were 
placed in control of the Audit Division, and a number 
of deputy collectors were ultimately transferred to 
that Division. Due to the diversified character of the 
deputy collectors’ prior duties many did not have ex- 
perience in audit work to enable them to make a 
proper examination of taxpayer's accounting and legal 
records. 

A majority of the respondents to the staff question- 
naire felt that enforcement activities of the Service 
have been greatly impaired by the new audit proce- 
dure which delegates to the group supervisor multiple 
functions such as personnel supervisor, reviewer, liai- 
son, conferee and technical guide. Under this proce- 
dure it is felt that no one individual is capable of per- 
forming all of these functions in a satisfactory manner. 
Due to such multiple duties and responsibilities of the 
group supervisor, cases in general do not receive 
proper consideration at that level. As a result of heavy 
duties imposed, issues too difficult or time consuming 
are either not developed or are sent to a higher level 
for decision. 

The result of the staff questionnaire relative to 
whether the abolishment of the old conference section 
in the agent's office and the substitution of the group 
supervisor procedure resulted in more or less cases 
being settled prior to reference to the Appellate Divi- 
sion is: Same, 23 percent; more, 44 percent; less, 33 
percent. While the opinions expressed indicate that 
more cases are being settled prior to reference to the 
Appellate Division, it was pointed out that many cases 
are being settled without adequate consideration. 
Many respondents to the staff questionnaire felt that 
the old conference section eliminated many cases 
which are now being sent to the appellate staff. 

With respect to the question which inquired whether 
there is now more or less chance of arriving at fair 
settlements the results are: Same, 21.3 percent; more, 
44.0 percent; and less, 34.7 percent. 

Reasons were requested from those respondents who 
indicated “more” or “less” with reference to the pre- 
ceding question. In summary of those replies which 
indicated that there is now less chance of arriving at 
fair settlements promptly it was pointed out that 
agents are now endeavoring to avoid taking cases to an 
informal conference due to the time required for re- 
search and documentation. The agent also fears that 
taking too many cases to conference will give the 
group supervisor the impression that he is not capable 
of resolving the case in the field. Here again produc- 
tion quotas were mentioned as a hindering factor and 
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it was stated that many important issues were over- 
looked in arriving at settlements. The respondents who 
felt that “more” cases were settled attributed it to the 
reorganization in general or gave no specific reason. 

Question 8 of the questionnaire inquired as to which 
procedure was preferred. The results of the tabulation 
were: Old, 40.3 percent; new, 59.7 percent. 

The opinions expressed by the respondents varied 
widely. A brief summary of the reasons given by those 
respondents who preferred the prereorganization pro- 
cedure is as follows: More fair settlement of cases; 
less paperwork required of the agents in rewriting re- 
ports; a clear-cut and functional separation of audit 
from collection. Respondents also felt that a group 
supervisor who has advised an agent on a matter dur- 
ing his examination cannot be disinterested and, 
therefore, is not in the position of an impartial judge. 
[t was also pointed out that prior to the reorganization 
it was possible to discuss a tax case with a conferee in 
the agent's office who had made a thorough study of 
the revenue agent's report and the taxpayer's protest, 
and was prepared to discuss fully the issues involved. 
It may be that those who approved the old procedure 
felt that under the new procedure the group supervisor 
rare ly has time to consider a taxpayer Ss complaint prior 
to conference. 

A summary of replies from respondents who prefer 
the new procedure indicates that they feel the new 
procedure is less cumbersome and more expeditious 
than the old. 


Decline in cases protested 


One of the greatest accomplishments attributed to 
‘the new informal conference procedure” is the sub- 
stantial decline in the proportion of cases protested, 
both in respect to number as well as amount. The 
Quarterly Surveys indicate that the proportion of 
prote sted individual and fiduciary income deficiences 
had dropped from 6.9 percent in the calendar year 
1952 to 2.2 percent in 1953 and 1.4 percent in 1954. 
The comparable situation with respect to corporation 
income deficiencies is a drop from 9.6 percent to 4.3 
percent in 1953 and 3.8 percent in 1954. The Service 
claims this “is undoubtedly due to the new informal 
conference procedures,” which leads to the impression 
that the drop in volume and amounts of statutory 
notices is to be ascribed to the superiority of the “new 
informal conference procedures,” whereby cases are 
settled in the early stages and, with the same volume 
of work, fewer deficiency returns ever reach the stat- 
utory notice status. On analysis, this conclusion is not 
supported when it is realized the words “cases pro- 
tested” do not have the same meaning under the new 
organization as they had under the old. 


New conference procedure analyzed 


The “new informal conference procedure” should 
be carefully examined. Hearings before the revenue 
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authorities have always been “informal” in income, 
estate, and gift tax controversies. 

Under the old procedure the examining agent dis- 
cussed the case with the taxpayer, and consulted with 
his group chief as to raising issues or conceding them. 
Having the examining agent present with the group 
chief at the so-called informal conference level is not 
exactly new. Conferences before the group chief with 
the agent present, and before the preparation of the 
final report of the agent, were daily occurrences under 
the Bureau, especially if requested by the taxpayer. 
In fact, in certain offices the agents in charge assigned 
trained conferees to such groups. This practice, how- 
ever, was not universal because the old conference 
sections were there to give the taxpayer a real hearing. 

“The new informal conference procedures” merely 
eliminate one place for a conference and confine the 
taxpayer, in the average case before the director's 
office, to a conference with the examining agent and 
his immediate supervisor. Under the old system the 
taxpayer had every conference opportunity that is 
afforded by the new; and, in addition, a right to a 
conference before the conference section of the agent 
in charge. This conference section played no part in 
setting up the tax to which the taxpayer was objecting. 
It functioned under its own chief conferee and was 
administratively free from the group chiefs and the 
review section. The conference section performed a 
very useful function not only from a public-relations 
standpoint but also in reducing the pre-90-day work- 
load of the Appellate Division and stabilizing the 
settlement activities of the agent’s office. There is a 
question as to whether any particular advantage is 
gained by either the taxpayer or the Government from 





ADVISORY GROUP MEMBERS UNANIMOUS 


All the members of the Advisory Group were 
unanimous in concurring with the recommenda- 
tions. Members of the group were appointed to 
represent organizations most interested in tax 
practice. They were: 

MontTcoMERY B. ANGELL and W. B. SUTHER- 
LAND of the American Bar Association; 

W. Herspert DANNE and Mark E. RICHARDSON 
of the American Institute of Accountants; 

Norman D. Gann, former Deputy Commis- 
sioner of Internal Revenue 

Frep Manrt1n, former assistant to the Commis- 
sioner of Internal Revenue 

Auprey R. Marrs, formerly head of the tech- 
nical staff of the Revenue Service 

BERNARD H. ANGELL, an attorney 
The group was appointed in 1953 by Representa- 
tive Daniel A. Reed, then chairman of the joint 
committee on Internal Revenue Taxation. 
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the adoption of “the new informal conference proce- 
dures.” 

The present informal conference procedure with 
the group supervisor, which is in lieu of the old con- 
ference section, appears to have mz ny shortcomings. 
The absence of a record showing the issues and con- 
clusion reached in the settlement at the pre-appellate 
level may operate unfairly both with respect to the 
Many practitioners 
have indicated that under the informal procedure 


taxpayer and the Government. 


some issues are entirely overlooked by the agents in 
the initial examinations. In fact, some practitioners 
have disclosed that cases with controversial issues have 
been settled in a few hours on minor issues, the large 
major issues being entirely overlooked. This, of course, 
is a real danger to the Government revenues. It is felt 
that a thorough study should be made of this informal 
conference procedure. 

In the event that no agreement is reached at the in- 
formal conference, the examining agent’s report will 
be prepared and a copy furnished the taxpayer, to- 
gether with a 30-day letter affording the taxpayer the 
privilege of filing “a formal protest, under oath, with 
the Director of Internal Revenue.” If a “timely pro- 
test” is received the case will be Re en = to the 
Appellate Division. This is the first point at which the 
word “protest” is used and it undoubtedly is the pro- 
cedural stage at which a deficiency return is counted 
as a “protested” return. Under the old procedure a 
protest, eo nomine, was made to the agent's findings 
and the case was heard by the conference section of 
the agent in charge. The conference sections have now 
been abolished and, in lieu thereof we have the group 
supervisor conducting the informal conferences, “with 
the examining officer present.” Under the terminology, 
the objections taken before the group supervisor are 
not accorded the designation of a protested case, and 
are not counted as such in the statistics. When the 
conference work at the lower level was conducted by 
the conference sections, it was classed as a protested 
case. Hence the drop in number of protested returns 
and the diminishing ratio. 


Corporation income tax 

Historically, the audit of corporation income-tax 
returns has been under one auditing jurisdiction, 
namely, the revenue agents in charge prior to reor- 
ganization, and the Audit Division of the directors’ 
offices after reorganization. For the most part, the 
better and more experienced revenue agents were 
assigned to this work. 

Between 1947 and 1953, the total additional assess- 
ments against corporations for income and _ profits 
taxes had dropped close to one-half of the 1947 
amount. The Internal Revenue Service assigns three 
primary reasons for this: (1) the repeal of the World 
War II excess-profits tax; (2) a 38-percent drop in the 
manpower applied to the examination of corporate 


tax returns; and (3) the “temporary readjustments” 
during the fiscal year 1953 required to give effect to 
the reorganization. 

Reorganization also affected corporation income-tax 
deficiencies, as demonstrated by the data on the num- 
ber of returns and the amount of proposed deficiences 
pending in the directors’ or former agents’ offices, as 
of the close of quarters. The drop in the revolving in- 
ventory of pending proposed deficiencies might be 
expected to have an effect upon corporation income- 
tax deficiency assessments. It represents the backlog 
for deficiency assessments. The future loss on this 
score may never be pinned down with exactitude, but 
it is real. An equally serious drop occurred in the 
same respect as to estate and gift-tax returns. 

This would seem to demonstrate that the reorganiza- 
tion has had an adverse effect upon the efficiency and 
the tax results of the enforcement effort. Here again, 
the Service has a long way to go before it recaptures 
the position occupied by the old organization. 

The corporation returns are generally examined by 
the highest grade auditing and examining personnel 
in the Revenue Service. There is excellent ground for 
believing that the disruptions occasioned by a con- 
gressional investigation or by a sweeping reorganiza- 
tion would affect them the least, if at all. When their 
performance drops it is logical to expect even more 
serious consequences with the examiners of individual 
returns and with deputy collectors. There is enough 
information available to demonstrate that that is what 
happened, although a precision comparison cannot be 
made. It should be noted that in spite of a large in- 
crease in the number of man-days assigned to technical 
work in the Audit Divisions of the Directors’ offices, 
the additional tax secured in 1954 as the direct result 
of audit actually decreased. 


Delinquent returns 


The amounts assessed on delinquent returns are dis- 
appointing. This was formerly one of the primary 
functions of the deputy collectors. Between the fiscal 
years 1953 and 1954 the revenue derived from this en- 
forcement activity dropped from $147.6 
$127.6 million, or a drop of $20 million. 


million to 


Additional assessments result of audit 


This brings us to the additional tax, interest, and 
penalty assessed as a direct result of audit. As between 
the fiscal years 1953 and 1954, this has dropped about 
55 million on the overall figures. But when compared 
with the limited figures for the fiscal year 1952, the 
drop is over 400 million. It is not truly representative 
to compare fiscal year 1954 with fiscal year 1953. 
Those 2 fiscal years merely reveal the effects on the 
revenue of the reorganization. Both of them should be 
compared with fiscal year 1952, which is the last year 
under the old organization. 

Corporation income and profits. Examiners of cor- 
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poration returns have generally been the best quali- 
fied examining officers of the Revenue Service. They 
would normally be the least affected by reorganiza- 
tions. Yet the result of their activities are also adversely 
affected under the new system. As between fiscal 1954 
and 1953, an improvement of about $40 million is 
shown. However, as World War II profits assessments 
dwindle, the Korean war additional profits assessments 
should be increasing. That probably explains the im- 
provement. Nev ertheless, fiscal 1954 is some $120 
million below fiscal 1952 in that respect. 

Individuals and fiduciaries. The amount of deficiency 
assessments against individuals and fiduciaries as a 
direct result of audit (pre-refund and regular audit) 
is also disappointing. 

The fiscal year 1954 covers the period from July 1, 
1953, to June 30, 1954. The reorganization was ap- 
proved by the Congress on March 14, 1952. During 
the fiscal year 1954, the former deputy collectors were 
pretty we I] integrated with the internal revenue agents 
and their work on individual returns should show up 
in the above figures. When a comparison is made with 
the fiscal 1952 deficiency assessments against individ- 
uals the continuing drop in revenue is apparent. 

Estate and gift. Even estate and other miscellaneous 
taxes show a drop of nearly $23 million as between 
fiscal 1954 and 1953, and both of those years are below 
the fiscal 1952 level. 

Conclusions 

There are now available the statistics of the reor- 
ganization for the fiscal years 1953 and 1954. The per- 
formance is very disappointing when compared with 
that for 1952, which was the last fiscal period under 
the old organization. There has been an apparent drop 
in revenue in the fiscal year 1953, as compared with the 
fiscal year 1952, of over 359 million dollars in addi- 
tional income tax assessments as a direct result of 
audit, as follows: 

Corporation income tax (excluding ex- 
$114,511,000 

22.629,000 
Revenue agents’ individual assessments 222,626,000 

Total $359,766,000 

The foregoing shows the serious drop in revenue 


cess-profits tax ) 


Deputies income assessments........ 


derived from additional assessment since the reor- 
ganization; and also that the additional assessments as 
i direct result of audit for fiscal 1954 were lower than 
those for fiscal 1953. 


Administration 


From an administrative standpoint the reorganiza- 
tion of the Internal Revenue Service, as implemented 
over the past 2 years, has been characterized by the 
decentralization of practically all operational activities 
formerly performed at national headquarters to the 
field offices, and the establishment of extensive super- 
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visory and management controls in the national office, 
involving elaborate reporting procedures. 

The operating functions decentralized to the field 
include: (1) post-audit review function; (2) certain 
tax rulings; (3) engineering problems; (4) estate and 
gift tax activities; (5) records units; (6) all collection 
activities, including issuance of assessment lists and 
scheduling of overassessments; (7) interest computa- 
tions; (8) processing of bankruptcy and receivership 
cases; (9) offers in compromise of less than $500; (10) 
alcohol and tobacco tax operating functions. 

Many of the operating functions decentralized to the 
field represent sound administrative decisions designed 
to streamline the revised structural organization. How- 
ever, it is believed that the decentralization has been 
too rapid and too extensive, and without due regard 
to the practical aspects of operation in certain in- 
stances—such as whether post-audit review procedures 
conducted in nine different regions can provide uni- 
formity in the interpretation and application of the in- 
ternal revenue laws, regulations, and rulings. 

There are a number of fields within which the prob- 
lems are so complicated as to require highly trained 
technicians with specialized knowledge, or do not arise 
with sufficient frequency over the country generally 
to justify the expense of adequately trained personnel 
in the different district offices or in the regional offices 
to deal with them properly. In such situations there 
should exist in the national office, or in some other 
central place, groups of trained experts which any 
field office would be free to call upon for advice. 
While it is most desirable that to the extent feasible 
the handling of tax matters should be brought to the 
doorstep of the taxpayer, decentralization should not 
be carried to the point of placing in the hands of in- 
experienced persons unusual and difficult problems 
which demand specialization of a sort which it is not 
feasible to provide at the local level. The problems of 
corporate distributions and adjustments is clearly 
such an area; and certain engineering problems would 
seem to be another. It is felt that the present reorgani- 
zation has not been carried forward with a full ap- 
preciation of these principles. 

Under the reorganized structure, each district di- 
rector is charged with all the responsibilities and duties 
formerly performed by two different men, namely, the 
Collector of Internal Revenue and the internal revenue 
agent in charge. In addition, he is charged with the 
additional management burdens and duties inherent 
in the recently decentralized headquarters activities. 
It is difficult to see how one man is capable of effec- 
tively administering all these duties. The stream of 
directives and instructions flowing from the national 
and regional offices to the district directors offices 
is reported to be in such numbers as to preclude ade- 
quate comprehension and compliance. It appears that 
it must be difficult for the field forces to stay abreast 
of the numerous changes in directives and conse- 
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quently production in the field is adversely affected. 

It should be noted that the total personnel engaged 
in front-line enforcement activities has decreased sub- 
stantially in the past year. Moreover, although the 
number of revenue agents has increased from 7;758 
as of June 30, 1952, to 10,815 as of April 23, 1955, it 
should be noted that a substantial part of this in- 
crease reflects the reassignment of collection officers 

(from old collection office) to the status of internal 
revenue agents. During the fiscal year ended June 30, 
1954, 3,317 collection ‘officers were reassigned to the 
Audit Division and designated internal revenue agents. 

During the period from July 1, 1952, through Novem- 
ber 21, 1954, approximately 585 internal revenue agents 
resigned from the Revenue Service and 174 retired. 
the charts disclose that the number of 
revenue agents increased by only 148 during the year 
ending April 24, 1955, while the number of office 
auditors decreased by 510, and the number of collec- 
tion officers decreased by 1,230. 

In the national office, the abolition of the Uniform 
Audit Branch (which conducted post-audit review ) 
involved about 450 employees. The decentralization 
of this and other functions to the field resulted in re- 
ducing personnel at the national office to about 2,700 
by June 30, 1954, and this figure has been roughly 
maintained. Of the approximate 400 employees in the 
Office of Assistant Commissioner, Planning, about 380 
are engaged in statistical reporting activities. 


Moreover, 


Inspection Service 

The Inspection Service was established to make an 
independent review and appraisal of all Internal Rev- 
enue Service activities, and to maintain high standards 
of honesty and integrity among its employees 

As of May 21, 1955, personnel in the Inspection 
Service totaled 506, of which 112 were in the national 
office, and 394 in the field. Of this latter number, 294 
were inspectors, and 24 held supervisory positions. 

Numerous complaints have been received that the 
effectiveness of many frontline enforcement person- 
nel has been seriously diminished by reason of the 
constant fear of unjustified investigation. Numerous 
instances of petty investigations have been reported— 
to the great detriment of morale in the Service. In at 
least one region the Inspection Service makes some 
kind of inspection of all cases disposed of by group 
supervisors which are labeled “settlement.” Accord- 
ingly, group supervisors undertake to dispose of cases 
without labeling such dispositions as “settlement.” 
There is some indication that the Inspection Service 
often engages in “fishing expeditions.” 

As presently operated, field inspectors have author- 


ity to investigate not only allegations of misconduct 
dre into every phase of 
field operations. This, of u»irse, includes the investi- 
gation of any determinations made by revenue agents 
or conferees in the Appellate Division. It would seem 


by employees, but can in 


that such function necessarily requires field inspectors 
to review cases on their merits—even though most of 
the inspection personnel are not qualified by training 
or experience to conduct such a review. As a result of 
the inspection activities, morale of employees has been 
seriously damaged. Moreover, it is indicated that the 
constant vigil maintained by the field inspectors with 
respect to the fulfillment of “work quotas” has seriously 
affected the quality of the field examinations. 

Information from the staff questionnaire and other 
sources indicates that the “broad brush” approach and 
overzealous attitude of the Field Inspection Service 
is an important factor tending to disrupt morale and 
reduce effectiveness of revenue agents and other em- 
ployees to the detriment of the enforcement activities 
and the revenues. 

Moreover, employees resent the fact that only in- 
come-tax returns of Treasury Department employees 
are singled out as a group and required to be audited 
while returns of other Government employees are not 
subject to the same requirement. 

It appears that the establishment of an inspection 
arm in the Internal Revenue Service strengthens the 
structural organization and is a necessary and proper 
means of assuring high standards of honesty and in- 
tegrity among employees in the Service (by providing 
an orderly method of investigating allegations or 
evidence of improper or illegal conduct), and as a 
means of providing a systematic verification and 
analysis of accounts and financial transactions and the 
accuracy of statistical reports. However, there are 
serious doubts as to the wisdom of extending this 
function to include the “independent review and ap- 
praisal of all Internal Revenue Service operations,” 
including the investigation and review of determina- 
tions made by technical personnel. 


Post-audit review 


Post-audit review was abolished in the national head- 
quarters in the summer of 1953 and its functions were 
decentralized to the regional conmissioners’ offices. 
Initially the regional commissioners were instructed 
to install whatever post-audit review procedures were 
deemed necessary. As a result of the lack of implemen- 
tation prior to decentralization, there apparently were 
no effective post-audit review procedures in opera- 
tion either in the field or in the national office during 
part of fiscal 1954. As of June 1, 1955, there were ap- 
proximately 211 employees in the Audit Division in 
the national office, and 144 employees in the audit 
divisions of the 9 regional offices—of which 87 were 
designated regional analysts. 

When the postreview of case actions in the field 
was decentralized to the regional commissioner, the 
question occurred as to how the actions of the nine 
regions were to be coordinated. 

I. R.—Mimeograph No. 78, Supplement 4, was pro- 
mulgated October 15, 1953. It is a document dealing 
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with the selection of field case actions by code num- 
bers and the preparation of “management information 
reports” and related material by the district directors’ 
offices. The management information reports are to be 
reviewed by the Regional Commissioner (Audit). 
These reports are then sent to the national office ( Audit 
Division), where they are tabulated and coordinated. 

Under this management information report system 
the national office relies upon a form containing cer- 
tain words and figures. The form may represent the 
conscientious translation of a case action by a director's 
reviewer. But he is in 1 of 64 directors’ offices and does 
not know what is going on in the other 63 offices. It 
is not practicable to transfer such reviewers to other 
regions at certain intervals. These reports are then re- 
viewed in the Regional Commissioner's Office 

(Audit), but that office does not know the attitudes 
of the other eight regions. Thus, it appears that it 
may be deficient as a system for national coordination 
of technical case actions. 

It is believed that the present system of having post- 
audit review in the various Regional Commissioners’ 
Offices should be eliminated and a centralized post- 
audit review section established in the national office. 
While there were substantial defects in the operation 
of post-audit review prior to the reorganization, the 
remedy for these defects clearly would not lie in the 
direction of splitting the post-audit review section 
among the nine regional offices. While the present 
system has not been in effect long enough to permit 
any judgment based upon the results so far obtained, 
it appears that inevitably the present system will re- 
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sult in unreasonably expensive post-audit review or 
ineffective review, or probably both. 


Chief counsel 


So long as the office of the Chief Counsel remains 
under the direction of the General Counsel for the 
Treasury Department, budgetary control of the Chief's 
Counsel's office should be placed in the hands of the 
General Counsel for the Treasury Department. 

The operating effectiveness of the office of Chief 
Counsel would be considerably enhanced if the posi- 
tion of Chief Counsel were restored to the dignity of 
a Presidential appointment. This would enable the 
Chief Counsel to establish his own policies and render 
independent opinions without divesting the Commis- 
sioner of his power to reject his recommendations. 

Any real appraisal of the effectiveness of criminal 
enforcement during decentralization as compared to 
the period prior to decentralization would require a 
comparison with the period prior to decentralization. 

It is regretted that the statistical material available 
is not in such form as to permit a full appraisal of 
this situation. However, it is clear from the analyses 
made by the Group that there is a great disparity 
in the number of cases referred to the Department of 
Justice by regions. Moreover, the wide spread in the 
percentage of cases returned by the Department of 
Justice as “no prosecution” cases, varying from 0 per- 
cent in the Chicago region to 24 percent in the Dallas 
region, might indicate the necessity for a centralized 
review of field recommendations for criminal prosecu- 
tion prior to forwarding to the Department of Justice. 





WHAT 
§ pe MAIN BODY of information upon which the 
accompanying report is based was drawn from 
inquiry among practitioners and study of the serv- 
ice itself. Another part of the inquiry is based on 
information obtained from individual employees of 
the IRS. The following comments from the report 
are based on a questionnaire to IRS staff: 


Question 1 of the staff questionnaire inquired 
whether the production of the examining and en- 
forcement personnel of the Service is being materi- 
ally hampered by unnecessary supervision, lack of 
sufficie ent stenographic, typing, and clerical assist- 
ance or other causes. The result is as follows: 27 
percent of the replies indicated unnecessary super- 
vision; 44 percent indicated lack of sufficient steno- 
graphic, typing, and clerical assistance; and 29 per- 
cent indicated other reasons. 

Information received from the questionnaires dis- 
closes that 71 percent were of the opinion that the 
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production of the examining and enforcement per- 
sonnel of the Service was being materially hampered 
by unnecessary management and supervisory con- 
trols and insufficient stenographic and clerical as- 
sistance. And 61 percent were of the opinion that 
the revenue-producing activities of the Service were 
being interrupted by unnecessary supervisory work, 
statistical reporting, and other nonproductive work. 


Factors causing poor production 


Among other causes hampering production of the 
examining and enforcement personnel of the In- 
ternal Revenue Service, respondents submitted a 
variety of factors, which include the following more 
important points: 

1. Inadequate office space and equipment, such as 
adding and calculating machines, reproduction 
equipment and telephone facilities, and inadequate 
reference material, such as tax services and court 
decisions. (continued on next page) 
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Nonproductive work, particularly in the case 
of revenue agents. This factor was described vari- 
ously as— 

(a) Requirements that agents submit reports 
showing the amount of time spent on various as- 
signments. 

(b) The taxpayer's assistance program which re- 
sulted in qualified revenue agents being removed 
from their primary function of auditing returns in 
order to assist taxpayers in preparing relatively 
simple personal income tax returns. 

(Cc) Requirements that revenue agents submit 
detailed statistics concerning the number of case- 
years audited and additional revenue assessed. 

(d) The “package audit” under which a single 
agent now audits all the taxpayer's Federal tax re- 
turns at the same time. It is felt that compelling a 
revenue agent to spend a great deal of time away 
from his chief duty, that of auditing difficult income 
tax returns, results in an inefficient use of manpower 
and materially reduces the amount of revenue 
properly collectible. It is pointed out that in many 
instances clerks are capable of disposing of excise 
and miscellaneous tax problems at a savings in cost, 
as well as freeing the revenue agent for more pro- 
ductive work. 

3. Production quotas: Correspondents point out 
that this procedure results in inferior examinations, 
as agents are frequently not provided enough time 
in which to make a careful analysis of all issues. It 
is stated that many cases are se ttled for only a frac- 
tion of the pote tial additional liability ‘because 
agents fear that to prolong their investigation would 
prevent fulfillment of their quotas. 

4. Restricted travel allowances, which results in 
a decreased number of audits as revenue agents find 
it impossible to investigate defective returns ex- 
cept in their immediate locality. In addition, the 
practice, by which agents follow up on various 
leads in seeking cases of unreported income, is 
seriously affected by the lack of adequate travel 
allowances. This condition has become more ap- 
parent following the practice adopted in the re- 
organization of closing many small, local agent-in- 
charge offices. 

5. Insufficient and inadequately trained revenue 
agents: This condition was created by the large 
number of resignations and retirements of career 
employees following the reorganization, and by 
the difficulty of providing qualified replacements. 
Thus, production suffers, particularly among the 
more difficult cases, since newly recruited revenue 
agents often lack the experience necessary to cope 
with problems that may arise in auditing such re- 
turns, and may pass over points which a more ex- 
perienced auditor would press and which frequently 
result in collection of large amounts of additional 
revenues. In addition, compensation offered pro- 





spective agents is often inadequate to attract ca- 
pable applicants to a career in the Internal Revenue 
Service. 


Regional Directors found useful 


Question 2 which inquired as to whether or not 
the existence of the 9 regional commissioners’ offices 
between the 64 district directors’ offices and the 
national headquarters results in more or less effi- 
ciency. The opinions expressed are as follows: More, 
67.4 percent; and less, 32.6 percent. 

Although the majority of respondents appeared to 
believe that the existence of the 9 regional com- 
missioners’ offices resulted in more efficiency it was 
pointed out that in identical items, different determi- 
nations will result due to what was described 
over-decentralization. Statements were submitted 
which support the theme of over-decentralization, 
such as rulings have no central guidance and there- 
fore will vary as to interpretation and administra- 
tive results. Instructions are issued both by the 
regional commissioners’ offices and the national 


office. 


Less uniformity found 

The results of question 5, “Have you had any op- 
portunity to observe whether there is now greater 
or less uniformity in the settlement of cases as be- 
tween different districts than before reorganiza- 
tion?” are: Yes, 21.8 percent; no, 78.2 percent. 

In this question our evaluation can merely deal 
with the replies received from the 21.8 percent. A 
summary of their statements indicate that the vari- 
ous group supervisors are not able to practice the 
same uniformity as was done under the old con- 
ference group. It was pointed out that under the re- 
organization there are so mi iny supervisors that 
cases are closed without following a uniform prac- 
tice. Question 6 is answered by the preceding digest 
of responses. 

The results of question 7, “In your opinion is there 
a proper balance between management and super- 
visory work as compared to examining and collec- 
tion work?” Yes, 51 percent; No, 49 percent. 

Although 51 percent of the respondents felt that 
a proper balance between management and super- 
visory work did exist, a digest of the responses indi- 
cated that with respect to the examining and col- 
lection work it did not. Time and time again the 
response of “too many Indian chiefs and not enough 
Indians” was encountered. This question appeared 


to cause some confusion among the respondents as 
to what was required. 

The result of question 8, “In your opinion are 
the revenue-producing activities of the Service being 
interrupted by unnecessary supervisory work, sta- 
tistical and other unproductive work?” is: Yes, 60.9 
percent; No, 39.1 percent. 





A digest of responses indicate that there are too 
many reports, meetings, memos, statistical work and 
that the overseeing and collating of functions im- 
pair the productive efforts. 

Employees leaving the service 

With respect to question 9 which inquired 
whether or not experienced high-grade career em- 
ployees are leaving the Service the response was: 
Yes, 58.3 percent; No, 41.7 percent. 

An examination of the responses received from 
the 58.3 percent reveals that the reason most often 
advanced as to why career employees are leaving 
the Service is the inadequate compensation of Rev- 
enue Service employees. Many correspondents point 
out that pay scales within the Service are not com- 
mensurate with those outside the Service for work 
of a similar nature. In addition to inadequate com- 
pensation, the view was frequently expressed that 
agents particularly were leaving because of the 
poo: morale situation resulting from the consolida- 
tion of the deputy collector's olfions with the revenue 
agents in charge offices. In some cases career em- 
ployees left the Service following the reorganiza- 
tion because they hesitated to move their families 
from established homes to new posts of duty else- 
where in the district or, in many cases, to other dis- 
tricts. This situation was the result of the closing 
of many small agents in charge offices and the con- 
solidation of personnel in larger centralized offices. 
Other causes included improper promotion policies, 
quota system of production by which agents were 
oraded according to the number of cases closed, un- 
certainty and job insecurity, and harassment of 
Revenue Service employees by the Inspection Serv- 

The following quotations appear to be repre- 
sentative of the reasons submitted by respondents 
to the staff questionnaire as to why experienced, 
high-grade employees are leaving the Service be- 


tore retirement: 


“Many of the experienced high-grade career em- 
ployees who were field agents or members of the 
technical staff in this area left the Internal Revenue 
Service because of the combined factors of low 
salaries and of being passed over in the reorganiza- 
tion. In this area, at least, the key positions went to 
collector’s personnel and not to field agents or tech- 
nical staff personnel. The damage has already been 
done in this respect and prob ably little can be done 
to remedy the situation other than to rebuild an ex- 
perienced group of men from among the younger 
men now in the Service.” 

“The Audit Division in which I worked has lost 
three C. P. A.’s and three attorneys in the past 
couple of years mainly due to lack of promotions 


and poor working conditions.” 


“One reason seems to be the mixing up and con- 
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solidation of the agents’ and collectors’ offices; an- 
other is the pronounced reduction in the dignity, 
prestige, and freedom of operation of the agents’ 
offices; another is the obvious inability due to inter- 
ference and pressures from other offices between it 
and Washington, to exercise independent and au- 
thoritative control and management by the division 
heads.” 


“In my experience I was grade 9 for 41 months. 
The work assigned and responsibility involved ap- 
pear to call for a higher grade. It was and still is my 
opinion that the opportunity offered there is not 
equivalent to the opportunity the 
Service.” 


outside of 


“Morale factors such as unsatisfactory promo- 
tional opportunities; positions graded too low to 
compensate for the pressure of the job, in agents’ 
division.” 


“We have experienced many experienced em- 
ployees leaving the Service for private employment. 
It did not appear they were leaving because of 
conditions in the IRS but rather because outside 
legal work or private employment promised greater 
rewards for the use of their training and talents. 
Many agents get their law training while employed 
by the IRS and after they receive their degrees and 
pass the bar exams they go into law practice.” 


“Lack of proper grade increases commensurate 
with experience and ability; too much red tape; too 
many conflicting directives from Washington.” 


“I would not have left the Service but I couldn't 
see any future. I was at the top of my grade for 
several years and was bypassed so often that I lost 
the incentive to stay on. Otherwise I would have 
stayed on longer or at least until I was 60 years of 
age. I lost money on my retirement by leaving 
early.” os 


“The cause, I believe, lies in what I have stressed 
throughout: General disgust with the confusion and 
uncertainty in the Service and with inordinate and 
petty criticism from above. Many who are not leav- 
ing the Service are simply coasting along with in- 
difference and nonchalance, or a fee sling of impotent 
helplessness, without dignity or courage or confi- 
dence.” 


“Again the answers to the other questions are 
pretty much the answer to this question. The morale 
of the employees is so low that their interest in their 
work is not there, and most good employees will 
not put up with this type of an operation. Some that 
I know stayed quite a while thinking that this would 
straighten out, but it didn’t; consequently the Service 
lost good, hard-working employees who were liked 
by the taxpayer as well as their supervisors.” 


203 





== a 





Procedures effective under 1954 Code 


which affect tax settlement or litigation 


by Ropert AsH 


Vot only the 1954 Code, bul amendment to Title 28 USC is creating a new atmosphere for the plan- 


ning and litigation of tax disputes. Removal of limitation of dollar amounts, availability of trial by 


Jury, changes in filing dates and procedures are all discussed here, along with the author’s recom- 


mendations for selecting the proper court to try a particular case. 


ene INTERNAL REVENUE Cope of 1954 makes many 
very important changes dealing with procedure. 
In addition, in so far as taxes are concerned, separate 
legislation enacted by the last Congress made impor- 
tant procedural changes. The reason for the legisla- 
tion, separate and apart from the Internal Revenue 
Code, is that the Internal Revenue Code is embodied 
in Title 26 of the United States Code. The Courts and 
the Judiciary, on the other hand, derive their juris- 
diction from Title 28 of the United States Code. That 
is the reason for the separate amendatory acts. The 
Committees on the Judiciary of the House and the 
Senate are very jealous of their authority and their 
jurisdiction, and if any changes are made with re- 
spect to rules dealing with the Courts, they want to be 
the Committees to handle them. 


Changes made by 1954 Code 

To illustrate, the committee on Appellate Procedure, 
Section of Taxation, American Bar Association, of 
which I have been Chairman for the past three years, 
thought that legislation which would give the Su- 
preme Court power to prescribe uniform rules govern- 
ing appeals from the Tax Court to the various Courts 
of Appeal would be highly desirable. The Commit- 
tee was successful in getting this legislation enacted 
this year. It is known as Public Law 538, and is in the 
form of an amendment to the Judicial Code. Amazingly 
enough, each of the eleven Courts of Appeals which 
handle appeals from the Tax Courts have entirely dif- 


ferent rules governing the appeals. When new uniform 
rules of procedure governing such appeals become 
effective, it will result in a substantial decrease in the 
expense incurred in the handling of such appeals on 
the part of the Tax Court, the Department of Justice, 
and the Treasury Department. 

In addition, the new uniform rules will be helpful 
to those of us who practice in more than one Circuit. 
The Clerk of the Tax Court, who supported this legis- 
lation, tells me that he will be able to eliminate the 
jobs of at least two of his clerks because of the new 
rules, and above all, will be able to get up his records 
in a way that will be more satisfactory. 

The most important amendment to Title 28 of the 
United States Code, and which was recently enacted 
on July 30, 1954, is Public Law 559. It is entitled: “An 
Act to Permit All Civil Actions Against the United 
States for the Recovery of Taxes, Erroneously or 
Illegally Assessed or Collected, to Be Brought in the 
District Court with the Right of Trial by Jury.” This 
law does two things:— 

1. By amending Section 1346 of Title 28, it confers 
jurisdiction upon the United States District Courts, 
concurrent with the Court of Claims, of the right to 
sue the United States for the recovery of any Internal 
Revenue tax or penalty, irrespective of the amount 
involved. Under prior law, the maximum amount of 
tax and penalty for which suit could be brought 
against the United States in a District Court was 
$10,000. This amendment is significant because the 
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dollar limitation on other types of suits against the 
United States in District Courts is still limited to 
$10,000. 

2. Section 2402, Title 28, provides that suits against 
the United States in District Courts shall be tried 
without a jury. Public Law 559 amends this section by 
providing that suits for the recovery of Internal Rev- 
enue taxes or penalties shall, at the request of either 
party, be tried by the Court with a jury. 

The Conference Committee Report on this bill is of 
interest because of the statement that the continued 
preservation of the fiction that the action is against the 
Director, or former Director, or former Collector, 
rather than against the Government itself, is un- 
warranted. The report states: “While it is most unlikely 
that juries in such cases are fooled into thinking the 
defendant collector or director himself is required 
to pay any such judgment out of his own funds, any 
legal fiction which might result in placing such an 
unfair burden upon the taxpayer-plaintiff deserves to 
be stricken from our law.” 

An important fact to remember is that Section 1402, 
Title 28, specifically provides: “Any civil action against 
the United States under subsection (a) of Section 
1346 (which deals with the right to sue the United 
States) of this title may be prosecuted only in the 
judicial district where the plaintiff resides.” This is, 
of course, a good break if your client has a good reputa- 
tion in the district where he resides because he can 
now get a jury trial in that district. However, if due 
to the reputation of your client, or for some other 
reason, you would prefer not to sue in the district of 
residence and the Director or Collector to whom the 
tax was paid resides in another district, there is no 
reason why you cannot sue Directors, former Directors, 
or Collectors, to whom taxes were paid, under the old 
common law action for money had and received. 

This new law results in the necessity of making 
important decisions when advising a client with re- 
spect to litigating not only suits for refund, but also 
cases in which the Commissioner has determined 
deficiencies in tax. Because of the very important 
factors involved, I am going to spend a little time in 
discussing them. 

However, I shall now get away from discussing the 
subject of the relative “merits, you might say, of 
litigating cases in various tribunals and the increased 
jurisdiction of the District Courts, and first discuss 
some of the procedural changes in the 1954 Code. 


Change in timely filing with Tax Court 


One important procedural provision in the new Code 
is that petitions to the Tax Court shall be deemed to 
be timely filed if mailed within the statutory period. 
This is intended to take care of a pitiful situation that 
is constantly developing in the Tax Court where some 
poor fellow mails his petition believing that the mails 
will get it to the Court before the expiration of the 
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ninety-day period. If it does not get there, the Court, 
under the decisions, will have to throw the case out 
for lack of judisdiction. That is changed by the new 
Code. If you mail it, and I would suggest that you mail 
it by registered mail, the date of the mailing will 
govern and you will be protected. It would relieve 
the pressure, of course, if you would file your peti- 
tions well ahead of expiration of the 90-day period. 


Cross-appeals 


Another excellent new provision deals with cross 
appeals to the Courts of Appeals. As you know, you 
have three months within which to appeal from the 
Tax Court to a Court of Appeals. A lot of times you 
have cases where, conceivably, there could be a cross 
appeal that could hurt you. That applies to both 
parties. When you are the moving party in situations 
like that, you usually appeal just before the expiration 
of the three-month period, and the other side has no 
opportunity of filing a cross appeal. To remedy that 
situation, after an appeal has been filed, the other 
party now has a total of four months within which 
to appeal. In other words, Congress has made sure 
that both sides of the case are going to get an op- 
portunity to appeal. 

New Code codifies many archaic rules 

Many of the procedural practices grew like Topsy 
and go back to the old days when Internal Revenue 
taxes were limited to alcohol and tobacco taxes. The 
new Code attempts to clarify and modify archaic rules 
and to make the procedure consistent with the sections 
imposing taxes. To illustrate:-(1) Under the new 
Code, assessment shall be made by recording the 
liability of the taxpayer in an Internal Revenue office. 
This does away with the obsolete system of making up 
and signing assessment lists. The new law thus will 
recognize machine bookkeeping and other modern 
procedures of record keeping. The Secretary, under 
the statute, is directed to furnish a taxpayer, upon 
request, a copy of the record of the assessment of that 
taxpayer's liability. (2) A person 65 or older is now 
required to make a return only if his gross income is 
$1,200. This is because he is entitled to two exemp- 
tions. Under the old law, anyone making $600 or more 
had to file a return. 

The word “assessment” is a word of art. People often 
discuss proposed “assessment” when, in reality, the 
actual assessment of a tax may be a year or two away, 
and call it “assessment.” The fact is that “assessment” 
is the act which gives the Internal Revenue Service 
the right to go out and collect the money. Under the 
new law “assessment” is made when the actual liability 
is recorded on the books. Under the old law, it was 
when the assessment list was signed. 


Advantages of jury trials 


I would now like to return to a discussion of the 
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advantages and disadvantages of jury trials. Many 
lawyers believe that the right of trial by jury in actions 
against the United States will be a tremendous help 
to them. I thoroughly agree if the question to be 
decided is one of intent or bona fides or other questions 
which I term “state of mind questions.” A good illus- 
tration of this type of case is where members of 
family really intended to engage in business as 
partners. You will recall that when the Commissioner 
was refusing to recognize family partnerships, many 
such cases were litigated in the District Courts. I 
would say that the majority were decided favorably 
for the taxpayers. However, we must recognize that 
juries do decide in favor of the Government, as well 
as against the Government, in fact cases. 

Possibly an outstanding illustration of the advis- 
ability of conte sting “intent” cases before a jury is 
illustrated 1 by KOMA, Inc., which is a corporation 
which operates a broadcasting station in Oklahoma. 
The Tax Court in 1949 held that the corporation was 
liable under old Section 102 because of an unreason- 
able accumulation of surplus. This decision was af- 
firmed by the Tenth Circuit. (189 F 2d 370) The same 
issue was present for a later year, and it seems to me 
that the facts were substantially the same. However, 
for 1947, the taxpayer elected to pay the tax and sue 
in the United States District Court. The case was tried 
before a jury, and the jury held that KOMA had not 
unreasonably accumulated surplus. 

[ find that the judges’ instructions to the jury are 
particularly important in these tax cases. I have also 
found that in complicated tax cases which involve 
more than one or two rather simple fact issues, it is 
extremely difficult to make the jury understand what 
the fight is about. Consequently, you have difficulty 
in getting a verdict in your favor. The thought I am 
trying to express is the at we should use caution in try- 
ing complicated tax cases before a jury. 

The Tax Court 

Prior to the creation of the Board of Tax Appeals 
in 1924, taxpayers who disagreed with a determination 
of the Commissioner that they owed an additional tax 
were compelled to pay the tax before they could have 
a judicial determination as to the correctness of the 
Commissioner's action. To alleviate the hardships 
which this system caused, Congress created the tri- 
bunal which is now known as the Tax Court, so that 
taxpayers could have their tax liability determined 
by an impartial tribunal prior to paying a deficiency in 
tax. It is interesting to note that at the time of the 
creation of the Board of Tax Appeals in 1924, Congress 
deemed it inadvisable to make it a court and burden 
the country with sixteen judges because the public 
debt was being paid off so fast, and taxes were being 
reduced so rapidly, it could see the time when there 
would be no tax controversies and no necessity for 
such a tribunal! Therefore, although the tribunal is 


called the Tax Court of the United States and func- 
tions like a court, it is not a court but is an independent 
agency in the Executive Branch of the Government. 

As we know, most cases arise when the Commis- 
sioner attempts to collect a deficiency in tax. In many 
instances it is difficult, if not impossible, for a taxpayer 
to pay the asserted deficiency. So, if your client is not 
in a position to pay an asserted deficiency, there is 
no alternative but to appeal to the Tax Court, and 
thus, at least postpone the day of payment. So far as 
that particular taxpayer is concerned, there are no 
other factors to consider selecting a tribunal in 
which to litigate. 

There are many instances where taxpayers are able 
to pay, but where it is advisable to appeal to the Tax 
Court and not pay the deficiency. In those instances, 
the taxpayer, in effect, borrows from the United States 
and does not put a strain on his bank-borrowing ability. 
While 6% is high interest, the interest paid is de- 
ductible, so the true effective interest rate is much less 
than 6%. 


Evaluating court's earlier decisions 


Assume that the client is a taxpayer who is in a 
position to pay an asserted deficiency if it is in his best 
interest to do so. 

Obviously, the first factor is to determine what 
couris have passed upon the principal issue, or issues, 
involved in your case. If any court has passed on the 
question, and the decision has been favorable to your 
client's position, you should certainly litigate in the 
tribunal which has indicated a favorable position. If 
the Tax Court has favorably decided the question, the 
value of its decision as a precedent is enhanced 
the decision has been reviewed by the whole Court, 
or has been affirmed by a Court of Appeals. 

In other instances, you will find that Court of 
Claims decisions are more helpful than either the Dis- 
trict Court, Court of Appeal or Tax Court decisions. 
An illustration is the so-called potential deficiency cases 
which the Court of Claims had decided in favor of the 
taxpayers prior to its reversal in the Supreme Court. 

After the notice of deficiency has been issued, the 
taxpayer may, if he wishes, pay the deficiency. He will 
thus stop the running of interest. If you prevail in 
the Tax Court, the payment, plus interest at 6% per 
annum, will be refunded. Thus, there is no substantial 
difference between the Tax Court and the District 
Court or Court of Claims where it is deemed advisable 
to pay the tax to stop the running of interest, and also, 
to secure a 6% investment on the amount in contro- 
versy. 


Rules on pleading affect choice 


Pleadings in the Tax Court are not, in my opinion, 
too satisfactory. It is extremely difficult to define the 
issues. In the District Court you have the Rules of 
Civil Procedure which are very helpful in most in- 
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stances. It is my understanding that the Tax Court 
is now considering a revision of its rules to bring them 
more nearly into line with the Rules of Civil Pro- 
cedure. 

In the Court of Claims the rules are quite similar 
to the Rules of Civil Procedure. If you have a case 
where the notice of deficiency is not satisfactory, you 
may be better able to define the issues if you pay the 
tax and sue in a District Court or the Court of Claims. 
In some instances, this is an important factor to 
consider. 


Broader defense possible in Tax Court 
One advantage of litigating in the Tax Court is 
that the trial before that Court is a proceeding de novo. 

E. J. Barry, 1 B.T.A. 156) In such a proceeding, the 
taxpayer may present any question relating to his tax 
liability which may be necessary for a correct re- 
determination of the tax liability. He is not limited to 
questions presented by the Commissioner. This is in 
direct contrast with suits for refund where the suit 
must be limited to issues specifically raised in the 
claim for refund which is the basis for the suit. 

The taxpayer may have a trial de novo in a refund 
suit and raise any questions he desires affecting his 
tax liability for the year in question. However, each 
and every ground for refund must have been set forth 
in the claim for “gree (Fidelity & Columbia Trust 
Co. v. Lucas, 7 F. (2d) 146) 

* numerous cases, recovery has been denied be- 
cause the grounds relied upon for recovery of taxes 
paid were different from those set forth in the refund 
claim filed with the Commissioner. (See cases listed 
at Para. 20,053 P-H Fed. 1954) Probably the leading 
case on this point is United States v, Felt & Tarrant 
Mfg. Co. (283 U.S. 269) in which the rule is laid 
down that suits for refund are limited to the grounds 

stated in the claim for refund. 

Another — case is Real Estate-Land Title & 
Trust Co. v. United States (308 U.S. 13), where the 
taxpayer's prea for refund was based solely on the 
ground that it was entitled to an allowance for obso- 
lescence because of an alleged decrease in value of 
a title search plant which the taxpayer failed to keep 
up after the merger of three title companies. The suit 
was based on the contention that the taxpayer had 
abandoned the plant, and hence, was entitled to an 
abandonment loss. The Supreme Court decided for 
the Government for the reason that the taxpayer was 
precluded from resting its suit on a ground different 
than that stated in the claim for refund. The long list 
of decisions on this important subject of variance 
between the grounds asserted in the claim and in the 
suit for refund shows that a considerable number of 
lawyers may have been careless in considering this 
factor. 

The burden is on the taxpayer to allege and prove 
the timely filing of the refund claim. (Swedish Iron 
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& Steel Corp. v. Edwards, 1 F. Supp. 355, affd. CCA 
2, 1934, 69 F. (2d) 1018.) 

The only conclusion that can be drawn from the 
foregoing is that, if you decide to go the refund route, 
you should be sure that your claim for refund includes 
all possible grounds for recovery. Also, be sure you 
can prove the timely filing of the claim. 


Claim must be filed first 


While on the question of claims for refund, refer- 
ence should be made to the fact that, in practically 
all cases, suit for refund cannot be filed until after 
a claim for refund has been filed, the claim denied, 
or at least six months have elapsed. (IRC Sec. 3772. ) 
As the sovereign cannot be sued without its consent, 
and then sued only in strict accordance with the 
statute, this section is strictly construed to mean 
exactly what it says. In theory, the purpose of this six 
months wait is to give the Commissioner the oppor- 
tunity of considering the taxpayers claim before 
burdening a court with litigation. In practice, due to 
the burden of work in the Commissioner's office, 
claims are seldom acted upon within the six-month 
period. 

In practically all cases, claims for refund must be 
filed before instituting suit. In rare instances, such a 
claim is not necessary. An example is a suit on an 
account stated, as where a certificate of overassess- 
ment has been issued under circumstances implying 
a promise to pay the refund. (Bonwit Teller & Co. v. 
United States, 283 U.S. 258.) 

Another example of the “account stated” theory 
where the filing of a claim for refund was held not a 
condition precedent to a suit was where an over- 
payment was credited against a barred deficiency. 
(Wm. J. Friday & Co., Inc. v. United States, 61 F. 
(2d) 370.) 


Hazard of further examination 


One very important factor which must be con- 
sidered in connection with appeals to the Tax Court 
is that, under the law (IRC Sec. 272(e)), the Tax 
Court has jurisdiction to determine the correct amount 
of the deficiency, even if the amount so redetermined 
is greater than the amount of the deficiency as stated 
in the notice of deficiency. You have to be very care- 
ful in cases involving large t axpayers with complicated 
returns. The danger of this situation is illustrated by 
an often quoted decision, that of John J. Raskob, 37 
B.T.A. 1283. In that case, the taxpayer appealed from 
an asserted deficiency of $15,977.61 growing out of 
a large and complicated return. By an amended answer 
to the petition, the Commissioner contended that < 
stock loss of $4,375,523.61 had been practi 
allowed and that the proper deficiency was $1,026,- 
340.40. The Board of Tax Appeals sustained the Com- 
missioner and determined the larger deficiency. If 
counsel for the taxpayer had not filed a petition with 
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the Tax Court, limitations would have run. (IRC Sec. 
272(f).) The taxpayer could have then sued for the 
refund of the $15,977.61, and the worst that could 
have happened would have been that a counterclaim 
would have defeated his right to recover the refund. 


Some danger in paying first, suing later 

Paying the tax and filing a claim for refund with the 
idea of later suing in the District Court or Court of 
Claims is not entirely devoid of danger. Even if 
deficiency, as set forth in a Revenue Agent's Report, 
is agreed to by filing a Form 870 and a claim for 
refund filed, the claim for refund may not be auto- 
matically denied. Instead, it may be the subject of 
further examination which may result, not only in the 
denial of the claim for refund, but the assertion of 
an increased deficiency. If you are going to follow 
the refund route, the safe course is to pay the de- 
ficiency in tax and wait until a few days prior to the 
running of limitations before filing claim for refund. 

This is an extremely important point to bear in mind. 
In a recent case the taxpayer, on advice of counsel, 
executed a Form 870 as the result of a Revenue 
Agent’s Report. The deficiency was between sixty and 
seventy thousand dollars. The plan was to pay the 
tax, file a claim for refund, and sue in the District 
Court. Instead of the claim being automatically denied, 
it was made the subject of a further Revenue Agent's 
examination, and as a consequence, in addition to 
denying the claim, the Commissioner asserted a further 
deficiency of over $900,000. I am convinced that, in 
this case, there would have been no further Revenue 
Agent’s investigation and no assertion of a further 
deficiency had an appeal been taken to the Tax Court. 

Do not file these claims for refund too early! All 
of us know that one way of defeating the danger 
mentioned is to file a claim for refund just prior to the 
running of limitations. By the time the claim is proc- 
essed, the limitations will have run against the Com- 
missioner asserting a further deficiency. 

[ cannot resist stating that claims for refund fre- 
quently turn out to be booby traps which do great 
harm to the taxpayers filing them. If your taxpayer has 
filed a complicated return in which there may be con- 
troversial items, you should seriously consider the 
wisdom of following the old adage about “letting 
sleeping dogs lie.” A claim for refund of any conse- 
quence is almost certainly going to be the subje ct of 
field examination before it is acted upon. That means 
that, not only the subject of the claim will be examined, 
but the entire tax liability for the year involved will 
be looked into. Even if the Commissioner cannot as- 
sert a deficiency for the year involved, the exaimina- 
tion arising from filing the claim for refund may result 
{Mr. Ash is an attorney practicing in Washington, D.C. The 
accompanying article is the substance of a paper prepared by 
him for the Fourth Annual Institute on Federal Taxation, Uni- 


versity of Oklahoma, proceedings of which were published by 
the Fallon Law Book Co., 443 Fourth Ave., New York 16.] 


in deficiencies for later open years. Failure to file the 
claim may be good insurance to pay for repose. 


Convenience and personality of judges 


Trials of Tax Court cases can be held in any one of 
the cities in which the Court normally sits. Hearing 
calendars are held in most of the important cities of 
the United States, and usually, it is not any more in- 
conveniert to bring the witnesses to the place of trial 
before the Tax Court than it would be were the ac- 
tion in the United States District Court. In fact, the 
Tax Court, in most instances, sits in the courtroom of 
the United States District Court. Several weeks’ notice 
of Tax Court trial is given, so that the taxpayers and 
their counsel can determine with reasonable cer- 
tainty when their case will be heard. 

District Judges will usually set cases for trial on 
dates to meet the convenience of counsel and of wit- 
nesses. The same is true of Court of Claims Com- 
missioners. These Commissioners, ordinarily, will sit 
at almost any mutually convenient place to take testi- 
mony. 

Personality of judges has a great effect upon your 
chances of success. In other words, there is a decided 
difference in the philosophies of the sixteen Judges of 
the Tax Court. Good examples of this variance in 
philosophy are the many family partnership cases and 
cases involving the sale of defense housing built under 
eg IV of the National Housing Act. Several of the 

Tax Court Judges seem utterly unable to recognize 
the validity of family partnerships. Likewise, some 
seem unable to believe that any sale of defense housing 
could be subject to capital gains tax. On the other 
hand, others of the Tax Court Judges realize that the 
primary ambition of many people is to provide for 
their children and that family partnerships are per- 
fectly proper from every viewpoint, including a tax 
viewpoint. In the same manner, certain of the Judges 
think that it is possible to sell defense housing and be 
entitled to capital gain treatment. 

If you bring a refund action, you are practically 
certain in most Districts that the regular District 
Judge will hear the case. It should be an easy matter 
to determine the District Judge’s philosophy regard- 
ing taxpayers seeking refund, and possibly, to form 
an opinion as to how the Judge may be expected to 
react to your particular problem. Of course, if he has 
expressed an opinion on particular types of cases, you 
are in a good position to judge how he will react to 
your case. In larger Districts such as New York, where 
there are several District Judges, you do not know 
which Judge will hear your case. Consequently, you 
are confronted with the same uncertainty in this re- 
spect as you are when before the Tax Court. 

A practical difference is that the Tax Court deals 
only with taxes and has precedents covering practically 
all problems. Particular Judges of the Tax Court have 
passed on a large variety of problems. On the other 
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hand, only a small portion of a District Judge’s work 
deals with taxation. Frequently, it is impossible to 
find any decisions of a particular District Judge, or of 
the Circuit Court for the circuit in which he is 
located, which bear upon your problem. 


Possibility of settlement 


Some tax practitioners believe that one of the prin- 
cipal advantages of appealing to the Tax Court is 
the very satisfactory settlement machinery for settling 
such cases. Most Tax Court cases are settled prior to 
trial. The Assistant Regional Commissioner, Appellate, 
in each region, with the concurrence of appellate coun- 
sel, has authority to settle any Tax Court case. Gen- 
erally speaking, this excellent settlement machinery is 
an important factor to consider if you believe the case 
is susceptible of settlement. However, the personali- 
ties of the IRS officials in the various regions differ 
considerably. In some regions, it is more difficult to 
settle particular types of cases than it is in other re- 
gions. Also, due to differences in personnel, a larger 
percentage of cases is settled in some regions than in 
others. 

On the other hand, the District Court and Court 
of Claims cases are handled by the Department of 
Justice. The Attorney General has the power to com- 
promise any suit. (IRC Sec. 3761) In practice, that 
official usually asks the Commissioner's advice with 
respect to settlement. However, the Department of 
Justice has shown a realistic attitude in settling cases. 
Even if the Commissioner does not agree with a pro- 
posed settlement, the Attorney General may settle 
a particular case if, in his opinion, it should be settled. 
Possibly the attitude of the Department of Justice is 
due to the fact that the attorney in the Department to 
whom the case has been assigned may have to try the 
case if it is not settled. He may take a more realistic 
view of it than a technical adviser in the Appellate 
Division who can turn down a settlement and pass the 
duty of trying the case to a lawyer in the Service. 


Speed in reaching settlement 


Sometimes the speed of securing a final determina- 
tion of tax liability is important. Generally speaking, 
there is not much difference in the time of reaching 
trial. If you go the Tax Court route, it is usually at 
least a year after the appeal is filed before the case is 
set for hearing. Settlement negotiations are custo- 
marily held just prior to the trial date, so the chances 
are the possibility of settlement will not arise for 
about a year. After the case is tried, the parties are 
usually given at least sixty days within which to file 
briefs, and frequently a longer time is given. After all 
the briefs are in, the Tax Court ordinarily takes from 
six to eighteen months to decide cases. There are ex- 
ceptions both ways on this time estimate, depend- 
ing upon the complexity of the case and the case load 
of the Tax Court Judge who decides it. 
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If you sue in the District Court you must file your 
claim for refund and wait at least six months before 
filing suit. The Government has sixty days within 
which to answer (Rule 12(a), Rules of Civil Proce- 
dure), and frequently asks for and secures additional 
time. The time of going to trial will depend upon the 
case load of the Judge, but in most jurisdictions, it 
takes from one to two years to get to trial. Some Dis- 
trict Judges decide tax cases forthwith and will dictate 
findings at the conclusion of the trial, or order counsel 
to prepare findings of fact, conclusions of law and 
judgment in conformity with the decision announced 
from the bench. Other Judges take tax cases under 
advisement and hold them for considerable periods 
of time before announcing a decision. 

It has been my experience that, generally speaking, 
there is little time advantage as between the Tax 
Court and District Courts, provided counsel diligently 
pursues the case and attempts to secure prompt dis- 
position. 

The same comment is true with respect to the Court 
of Claims. As soon as a case is filed in the Court of 
Claims, it is assigned to a Commissioner of the Court 
to make findings of fact and recommend conclusions 
of law when directed by the Court to do so (Court of 
Claims Rules 37 and 45). The Commissioners are a 
particularly able group. They will sit at the con- 
venience of claimants to take testimony. Court of 
Claims cases can be made to move rapidly. 


Affect on appeal 


There is little to choose between the Tax Court and 
District Courts if the probabilities are that the case 
will be appealed to a Court of Appeals. In 1948 Sec- 
tion 1141 (a) of the Internal Revenue Code was 
amended to provide for review of Tax Court decisions 
“in the same manner and to the same extent as de- 
cisions of the District Courts in civil actions tried with- 
out a jury.” Rule 52(a), Rules of Civil Procedure, 
states with respect to District Courts, “Findings of 
fact shall not be set aside unless clearly erroneous, 
and due regard shall be given to the opportunity of 
the trial court to judge of the credibility of the wit- 
nesses.” 

Just what is meant by “clearly erroneous” is diffi- 
cult to determine. In a non-tax case, the Supreme 
Court said, “A finding is ‘clearly erroneous’ when al- 
though there is evidence to support it, the reviewing 
court on the entire evidence is left with the definite and 
firm conviction that a mistake has been committed.” 
( United States v. United States Gypsum Co., 333 U.S. 
364, 395. ) 

If a Court of Appeals has passed upon a particular 
problem, a District Court within its jurisdiction will 
follow the law as laid down by the Circuit Court. This 
is not always true of the Tax Court, even though it 
knows its opinion will be reviewable by the particular 
Circuit Court. ¥ 
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A brief description of 20 new tax laws just enacted 


UST BEFORE CONGRESS adjourned it passed 21 tax 

bills, of which the President signed 20 and vetoed 
one. The following excerpts from reports of the Ways 
and Means Committee disclose the nature and pur- 
pose of each of these new laws. Also appended below 
is the President's memorandum vetoing HR 6687. 


Extension for floor-stock rebates 

The Excise Tax Reduction Act of 1954 reduced the 
excise taxes on refrigerators, quick-freeze units, and 
electric, gas, and oil household appliances from 10 
per cent to 5 per cent. The effective date of this re- 
duction was April 1, 1954. Provision was made for re- 
funds with respect to the higher tax which had been 
paid on floor stocks inventories of these appliances 
held by dealers (including wholesalers, jobbers, dis- 
tributors, and retailers). 

Under the provision enacted, claims for these re- 
funds had to be filed “before August 1, 1954.” The 
refunds or credits were made to the manufacturer, 
producer, or importer of the appliance, who had to 
reimburse the dealer for the amount of the refund 
prior to filing the claim for the refund. 

The difficulty of a manufacturer in submitting his 
claim for refund without specific provision for an 
earlier statutory “cutoff” date for the forwarding of 
the claims of his dealers was recognized in the case 
of the floor stock refund provided for electric light 
bulbs. 

HR 3712 provides that the manufacturer in filing 
his claim for refund or credit was to have 1 month 
more than the dealers in submitting their claims to the 
manufacturer. 


Retirement credit for Armed Forces 


The 1954 Code provided a new tax credit for re- 
tirement income. This retirement income tax credit as 
enacted by the House was limited to individuals who 
had attained the age of 65. 

The Senate amended the House version of this pro- 
vision to provide that persons who retire under a 
“public retirement system” may qualify for the credit 
without regard to whether or not they had attained the 
age of 65. 

HR 291 removed the discrimination existing under 
former law against members of the Armed Forces by 
allowing them to claim the retirement income tax 
credit under the same circumstances and to the same 
extent as retired civil servants and other under.a public 
retirement system. The provision is not likely to bene- 
fit a retired person who obtains other employment, 
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since the amount of retirement income on which 
credit is computed each year cannot exceed $1,200 
less the amount of any earned income in excess of 
$900. Thus, for persons who retire and then secure 
another job the retirement income tax credit would 
be reduced, dollar for dollar, for earnings over $900. 
For persons who receive $2,100 or more per year in 
earned income there would be no retirement income 
tax credit allowed. 


No withholding on non-cash items 

HR 542 provides that when an employee is paid in 
a medium other than cash for services performed by 
him as a retail commission salesman, the remunera- 
tion will not be subjected to withholding if the indi- 
vidual is ordinarily compensated solely by way of 
cash commissions. It is required that the employer in 
such cases file with the Secretary of the Treasury or 
his delegate any information with respect to the non- 
cash remuneration that may be required under Treas- 
ury regulations. 

Employers who pay their retail salesmen on a com- 
mission basis frequently offer non-cash prizes to sales- 
men who exceed their quotas or who achieve out- 
standing sales records. The stimulus to sales promo- 
tion which is provided by these non-cash prizes may 
be substantially lessened if the employer is required 
to withhold from the employee’s wages to the extent of 
the fair market value of these prizes. The bill, there- 
fore, exempts this non-cash remuneration from the 
withholding tax. It does not, however, affect the 
taxability to the retail commission salesman of the 
non-cash remuneration. 

The bill is effective with respect to remuneration 
paid after August 10, 1955, the date of enactment of 
this bill. 


Maximum excise on trailer leases 


Formerly, if a manufacturer leased articles subject 
to a manufacturers’ excise tax, the manufacturers’ tax 
applied to the amount of each lease payment on the 
same basis as if it were a sale. 

HR 3437 modifies this rule by adding a new sub- 
section (d) to Section 4216, relating to the definition 
of price, providing that the maximum tax imposed on 
the leasing of certain automobile trailers, or semi- 
trailers, is to be an amount equal to the applicable tax 
rate (10 per cent or 8 per cent at the present time) 
multiplied by the fair market value of the trailer at 
the time of the initial lease. The taxpayer is given the 
option under the new subsection (d) to pay the tax 
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in full at the time of the initial lease or to spread the 
tax payments over the period of the lease payments. 
Under the latter option the tax payable with respect 
to each lease payment will be an amount equal to the 
applicable tax rate multiplied by the amount of each 
lease payment until the total amount collected in this 
manner equals the maximum tax described above. 
Thereafter the lease payments will be free of tax. 


No withholding on island employment 


HR 4394 amends Section 3401 of the 1954 Code to 
provide that there is to be no withholding of the 
United States income tax on remuneration paid for 
services performed in a possession of the United States 
by a United States citizen if the employer is required 
by the law of the possession to withhold income tax 
on the remuneration. 

Under present law the wages of a United States 
citizen employed in Puerto Rico or a possession of 
the United States may under certain circumstances be 
reduced by withholding for the income tax of Puerto 
Rico or the possession as well as for the Federal in- 
come tax. This is true even though eventually the 
foreign tax credit in these cases usually relieves the 
taxpayer of most or all of the Federal income tax 
liability. This has presented especially serious prob- 
lems in the case of Puerto Rico although the prob- 
lem also exists to a lesser extent in the case of the 
Virgin Islands and Guam. As a result of this double 
withholding, potential employees are reluctant to 
take jobs in Puerto Rico or the possessions. Moreover, 
the Internal Revenue Code already relieves United 
States citizens who perform services in a foreign 
country (for an employer other than the United 
States) from the withholding of the Federal income 
tax where withholding of a foreign income tax is 
provided. 


Abatement of tax on certain trusts 


Section 345 of the Revenue Act of 1951 provided 
for a credit or refund of the tax paid on the income of 
trusts where the income had been accumulated for 
a member of the military or naval forces of the United 
States or of one of the other United Nations if the 
serviceman died in active service in the period Decem- 
ber 7, 1941, to January 1, 1948. 

No relief was provided in the 1951 act, however, 
for cases where refunds or credits were barred by 
the expiration of the period of limitations, by prior 
court decisions, or for other similar reasons. 

HR 2619 extends treatment equivalent to that pro- 
vided in section 345 of the Revenue Act of 1951 to 
cases where refunds or credits were barred by opera- 
tion of law or rule of law (other than closing agree- 
ments or compromises ). 


Personal holding company income 


HR 2553, relating to personal holding company in- 
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come, will serve to extend certain amendments made 
by the Revenue Act of 1950 to the period from 1950 
to 1954, with the provision that no interest be allowed 
on any resulting refunds. 


Excise exemption on items for resale 


HR 7024 provides that parts, accessories, or com- 
ponents subject to manufacturers’ excise taxes can be 
sold free of tax if the purchaser uses or resells them as 
material in the manufacture or production of, or as a 
component part of, any other articles. It also provides 
that the 10% excise tax on radios, television sets, 
phonographs, automobile radio or television sets, and 
combinations of radio, television or phonographic sets, 
is to apply only if the article is of the entertainment 
type. This bill was amended with a provision relating 
to the burden of proof in certain proceedings before 


the Tax Court of the U. S. 


Damages from patent infringement 


HR 7300 inserts a new section 1304 in the Internal 
Revenue Code of 1954. Under this section, a taxpayer 
who receives or accrues an amount which represents 
compensatory damages resulting from a judgment for 
infringement of a patent issued by the United States 
may spread such amount proportionately over the 
period in which the infringement occurred if this re- 
sults in a lesser tax than including the lump sum pro- 
ceeds in gross income. 

Under previous law, averaging of certain receipts, 
such as those from an individual’s invention or artistic 
work, was permitted. In the case of a patent infringe- 
ment, however, the owner of the patent (or the owner 
of an undivided interest in the patent) could have re- 
ceived a judicial award for infringement of the patent 
where the infringement occurred over a period of 
years. If the taxpayer was required to include the total 
infringement award in gross income for the year in 
which the award is made, he was compelled to pay a 
substantially increased tax over the tax that he would 
have had to pay if he had received the equivalent of 
the compensatory damages during the period in which 
the infringement occurred. The new law, therefore, 
permits the taxpayer to readjust his taxes with respect 
to such compensatory damages. 


Tax on cutting oils 


HR 4581 revises the application of the lubricating 
oils excise tax in the case of cutting oils to provide 
that the tax on such oils is to be 3 cents per gallon. 
Under previous law the tax on cutting oils was 6 cents 
per gallon but not more than 10 per cent of the manu- 
facturer’s price. The bill also provides that the term 
“cutting oils” is to mean oils “sold for use in” cutting 
and machining operations (including forging, draw- 
ing, rolling, shearing, punching, and stamping) on 
metals, rather than oils “used primarily” in such opera- 
tions and “known commercially as” cutting oils. This 
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bill takes effect on the first day of September 1955. 

In the Excise Tax Reduction Act of 1954 Congress 
reduced most ad valorem excise taxes to a 10-per cent 
rate. In addition, that act provided that in the case of 
certain excises levied on a specific basis, the tax other- 
wise imposed was not to exceed 10 per cent of the 
manufacturer’s price. In the case of the tax on lubricat- 
ing oil, it was provided that oils used for cutting and 
machining operations on metals and known commer- 
cially as cutting oil were to be subject to a limitation 
of this type. 


Exemption for sale of residence 


HR 257 amends Section 112(n)(8) of the Internal 
Revenue Code of 1939 to provide that in certain cases 
of the sale or exchange of a taxpayer's residence, the 
periods of limitation shall not run against the taxpayer 
while he is on active duty in the Armed Forces. This 
bill was amended by the Finance Committee to also 
provide for an adjustment by a taxpayer where he took 
a deduction for a payment wrongfully made so that 
he would be in the same tax position as though such 
payment had not been made. 


Motorcycles exempted from excise 


HR 5647 amends Section 4061 (a)(2) of the Inter- 
nal Revenue Code of 1954 so as to exempt motorcycles 
from the 10 per cent manufacturers excise tax on 
passenger motorcycles. 


Short sales for arbitrage 

HR 6263 provides a special rule for the application 
of the new holding period rule in Section 1233 (b) (2) 
of the 1954 Revenue Code for certain “substantially 
identical property” in cases where the taxpayer has 
made what have been held to be short sales in con- 
nection with arbitrage operations in securities. 


Other bills signed 


Other bills signed by the president were HR 7018, 
relating to the authority of the Sec. of the Treasury with 
respect to the enforcement of the laws of the U.S. 
pertaining to narcotics, drugs and marihuana, HR 7095, 
providing an exemption from the admissions tax for 
athletic events sponsored by the U.S. Olympic Asso- 
ciation, and HR 5249 providing for certain refunds or 
credits in the case of distillers, winemakers, or recti- 
fiers for the amount of excise tax and customs duties 
paid on distilled spirits and wine lost or rendered 
unmarketable, or condemned by a duly authorized 
health official, by reason of the 1954 hurricane. 

Also, HR 6887 which grants dependency credit 
to Filipinos; HR 5936, becoming Public Law 325 
which provides wage credits under Title II Social 
Security Act for military service before June 1956, and 
to permit application for lump-sum benefits within two 
years after interment or reinterment in the case of 
servicemen dying overseas before July 1956; also 


HR 6122, becoming Public Law 331, to remit the duty 
on certain bells to be imported for addition to the 
carillons of The Citadel, Charleston, S.C., and HR 
6886, now public law 335, which amends the Act of 
October 19, 1949, entitled An Act to Assist States’ in 
Collecting Sales and Use Taxes on Cigarettes. 


One bill vetoed 


The only bill vetoed by the President was HR 6887, 
which would have extended for one year the applica- 
tion of Section 108 (b) relating to income from dis- 
charge of indebtedness in certain railroad reorganiza- 
tions, and would also have amended Section 2053 to 
safeguard certain bequests to charity from the pyra- 
miding effect of state and ‘federal inheritance and 
estate taxes. It was the latter proposed amendment to 
which the President found sufficient objection to 
withhold his signature from the bill. His memorandum 
of disapproval said, in part: 

Federal law properly exempts bequests to charity 
from estate taxation. In some situations, however, the 
intent of the Federal law is negated by the imposition 
of State taxes on charitable bequests. As a result of a 
provision of Federal law designed to prevent tax 
avoidance, such State taxes in turn give rise to in- 
creased Federal tax liabilities. H.R. 6887 is intended 
to relieve charitable bequests in these situations to the 
extent that Federal legislation can do so. 


Estate tax defects 


I am sympathetic with the objectives of both por- 
tions of the bill. However, I am informed that there 
are three defects in the part of the bill dealing with 
the estate tax, which are sufficiently serious to require 
my disapproval. 

First, this legislation would often increase Federal 
tax liabilities on estates containing bequests to char- 
ity. 

Second, the legislation would, in certain situations, 
accrue not to the benefit of charity but to other heirs. 

Third, it would disturb existing well established 
relationships between Federal and State inheritance 
and estate tax liabilities based on the credit against 
Federal tax liability allowed for taxes paid to States 
since 1926. Since the State tax on the charitable be- 
quest is deductible under the bill, it would no longer 
be counted in determining the amount which may be 
claimed by the estate as a credit for State taxes paid 
against the Federal tax liability. However, the tax 
imposed under the so-called State pick-up laws, which 
are designed to absorb the full credit allowable against 
the Federal estate tax, is based upon the total State 
tax otherwise levied (including the tax on the charit- 
able bequest ). Consequently, many State pick-up laws 
would not pick up the full amount allowable as a 
credit. Enactment of this bill would probably stimu- 
late State legislation to enlarge the credit for taxes 
paid to States. te 
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TAX ASPECTS OF ESTATE PLANNING 
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OF INTEREST TO TAX PRACTIONERS 


Instrument-drafting problems growing 


out of simple v. complex trusts 


T® NEW DISTINCTION between “sim- 

ple” and “complex” trusts under the 
1954 Code gives rise to some very com- 
plex drafting problems. Certain lan- 
guage is clearly desirable, but there are 
unanswered questions which 
make it difficult to write the instru- 
ment in such a way as to get precisely 
the tax result you want. These prob- 
lems were discussed® knowledgeably 
by Christian M. Lauritzen, II, a mem- 
ber of the Chicago Bar. We quote here 
a part of his observations: 

Theoretically the distinction be- 
tween the simple trust and the complex 
trust is quite simple. That is, a simple 
trust is a trust which distributes all of 
its income. A complex or accumula- 
tion trust is a trust that accumulates in- 
come. 

Without attempting to make an an- 
alysis of these complicated statutory 
provisions, I want to try to point out a 
few traps which I think we may fall into 
in drafting of trust instruments. Indeed, 
it seems to me that the big problem in 
this field, and the place where we are 
going to get into trouble with the new 
law, is not with the trusts with which 
we are deliberately trying to accumu- 
late income for tax purposes, but in the 
trusts in which inadvertently we are 
going to find ourselves involved with an 
income accumulation when we did not 
even think one existed. For example, 
the statute says that a simple trust is a 
trust that distributes its income. That 
seems nice and clear. And it is, except 
for the fact that the statute goes on to 
say that in any year in which a simple 
trust, one in which the trustee cannot 
accumulate income, distributes corpus, 


some 


° At a meeting of the Chicago Bar Association. 
The accompanying notes are from a stenographic 
transcript. 


it shall for that year be treated as 
though it were an accumulation trust. 
We will see in a moment that that is 
where you really begin to get into 
trouble. 


Capital gains allocable by trustee 


For example, let us take the question 
of capital gains. Section 643(a) (3) 
says capital gains are excluded from dis- 
tributable net income if they are added 
to corpus under the terms of the trust 
instrument. It seems clearly O.K., if 
the trust instrument directs the trustee 
to add capital gains to corpus. But 
what of our good, old, customary clause 
which gives the trustee the power to 
allocate receipts, including capital 
gains, between income and principle? 
I am afraid if, under that sort of clause, 
he allocates capital gains to corpus, he 
may get into trouble under accumula- 
tions. 

First of all, the general rule which 
has been well established is that capital 
gains are income under tax law, even 
though they are corpus under state law. 
Just recently, in Hadley v. Commis- 
sioner, 8 TC 343, the Commissioner 
attempted to tax capital gains as income 
to the trust beneficiary. He did not suc- 
ceed, but you can see what the thinking 
of the Treasury Department is. 

Second, if the trustee has discretion 
to add capital gains to corpus, you have 
a very bad history under old Section 
167(a). You will recall that under that 
section, the grantor of a trust was taxed 
if the income of the trust was or could 
be accumulated for ultimate distribution 
to him. As an example of that history, 
take the case of Graff v. Commissioner, 
117 F. 2d 247. That involved a trust 
which had an ultimate reversion to the 
grantor. Capital gains were realized by 
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the trustees and the Court held that all 
of those captial gains were taxable to 
the grantor even though all of the 
income of the trust was going to some- 
body else. It was held that adding the 
capital gains to corpus constituted an 
accumulation of income for the grantor. 

A similar decision was made in the 
case of Commissioner v. Willson, 125 F. 
2d 247. I would point out that both of, 
those decisions were by the Seventh 
Circuit. 

It is my opinion, therefore, with that 
history, that we would have a very seri- 
ous question if the trustee exercised his 
discretion to add capital gains to corpus. 
I am afraid that the Treasury would 
claim that this was in effect an accumu- 
lation of income in the discretion of the 
Trustee. 


Insurance premiums an accumulation? 


Another common provision in our us- 
ual form of trustee’s powers is the pro- 
vision authorizing payment of insurance 
premiums. In the absence of Regula- 
tions, it would seem rather clear that 
the use of trust income to pay premi- 
ums on insurance would be considered 
an accumulation of income. In fact, in 
the Restatement of Property, Section 
439(h), it quite expressly says that such 
use of trust income is an accumulation. 

Also, in tax law, we have another bad 
history in this respect under old Section 
167. You will recall that that section 
treated trusts which carried insurance 
on the life of a settlor or grantor in the 
same way as trusts which accumulated 
income for ultimate distribution to the 
grantor. I think, therefore, it would be 
very dangerous under the new law to 
authorize the trustee to pay premiums 
on insurance. The only reasonably safe 
way would be specifically to direct the 
trustee to make all such premium pay- 
ments out of corpus, and in fact, you 
might want to go even further and say 
out of corpus which has not resulted 
from accumulations of income. 


Extraordinary dividends 


One of the most extraordinary traps in 
drafting under this new section has to 
do with “Taxable Stock Dividends.” 
For example, Section 643(a)(4) pro- 
vides that a simple trust may accumu- 
late extraordinary dividends and taxable 
stock dividends and add them to corpus 
if so directed by the trust instrument. 
And it further provides that if such 
dividends are added to corpus, they 
will not be considered income, or dis- 
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tributable income. However, this pro- 
vision is limited to a simple trust. An 
accumulation trust, which is taxable 
under Subparts C and D does not have 
that privilege, and such dividends are 
considered distributable income for 
such trusts. Therefore, if a complex or 
accumulation trust adds such dividends 
to corpus, then you have another ac- 
cumulation. 


Caught by 5-year throw-back 


Now note the difficulty you get into. 
Suppose you draft a simple trust and 
authorize the trustee to add dividends 
to corpus. Section 651 says in any year 
in which a simple trust distributes cor- 
pus, it is to be treated as a complex or 
accumulation trust. That means that in 
such a year you are in the same trouble 
with these dividends as the trust which 
deliberately accumulates its income. 
Therefore, if your simpie trust distrib- 
utes corpus after having accumulated 
as corpus some of these dividends, you 
are going to get caught with the five 
year throw-back rule, although you did 
not think you were accumulating in- 
come at all. 

I have discussed that point with sev- 
eral people who were rather close to 
this law as it went through Congress 
and they all said that that was not what 
was intended. They all agreed, how- 
ever, that that is what is there in the 
Code, and, unfortunately for any argu- 
ments to the contrary, the Senate Fi- 
nance Committee Report is quite clear 
on this. See page 346 of the Senate Fi- 
nance Report dealing with Section 665. 

It seems to me the only way you can 
get out of this trap, if you want to have 
a simple trust and avoid the five year 
throw-back, is to provide that extraor- 
dinary dividends and taxable stock 
dividends should be added to corpus in 
a special fund which can never be dis- 
tributed until the termination of the 
trust. I think you should go even further 
and provide if in any year the trustee is 
making distribution of corpus, and in 
that year receives either taxable stock 
dividends or extraordinary dividends, 
he should distribute such dividends as 
income to the beneficiary during that 
year. 


Exempt accumulation distributions 


One way out of these problems of 
accumulation is to bring your distribu- 
tions from the trust within the exemp- 
tions to the term “accumulation distri- 
bution.” Those exemptions are set forth 
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in Section 665(b). However, you have 
drafting problems there, too. The first 
of the exemptions is that you do not get 
the throw-back—in other words, you 
are not making an “accumulation dis- 
tribution”—if the distribution is made 
out of income which was accumulated 
before the beneficiary reached age 
twenty-one. Well, now, what does that 
mean from a_ practical standpoint? 
Should we distribute all accumulated 
income when the beneficiary reaches 
twenty-one? 

I don’t think that is a particularly 
desirable result. So therefore I think 
you have to do two things. If you are 
going to have a deliberate accumula- 
tion trust continuing after the benefici- 
ary reaches age twenty-one, then you 
should set aside in a separate pocket, 
so to speak, the income which you have 
accumulated before the beneficiary 
reaches age twenty-one and make your 
corpus distributions out of your original 
corpus; and the income which you ac- 
cumulate after the beneficiary reaches 
twenty-one you had better put in an- 
other pocket and provide that you can- 
not take any money out of that one un- 
til the termination of the trust. 


Emergency needs 

The next of these exemptions is the 
one for emergency needs of the bene- 
ficiary. In this case the drafting of the 
language is fairly obvious, although I 
imagine there will be fifty-seven differ- 
ent ways of expressing it. The problem 
here is not so much in drafting. The 
thing that is going to plague us is that 
we are going to have to prove actual 
need at the time distribution is made. 
Now what is meant by emergency 
needs? Must the beneficiary use up all 
of his other funds? It would seem so 
from the Senate Finance Committee Re- 
port. What kind of situation are we 
going to get if the beneficiary is the 
beneficiary of two different trusts, each 
trustee saying, “You have to use up all 
the funds in the other trust before we 
think it is an emergency?” The poor 
beneficiary may starve to death before 
the Trustees make up their minds. 

Suppose we have a spendthrift sort 
of beneficiary. He takes all the money 
he receives during the year and spends 
it. Come the end of the year he has a 
nice, big tax bill. If he doesn’t pay it, 
he goes to jail. Is that an emergency 
need? I don’t know. Those are just some 
of the problems we are going to have to 
wrestle with in years to come. 


The third escape hatch from the 
throw-back rule is that a distribution 
upon the final termination of a trust is 
not considered an accumulation dis- 
tribution. There are two problems here. 
First of all, what is “final termination?” 
Suppose you have a life estate with 
remainder over. Does the first trust ter- 
minate with the termination of the life 
estateP We don’t know. We will have to 
wait and see what develops with the 
Regulations and Court decisions on this 
point. 

Suppose the wife has a life estate 
with power of appointment and there 
is a gift over in default of appoint- 
ment. She appoints $10,000 to her 
daughter and lets the rest of it go in de- 
fault of appointment. Has there been a 
termination here, and the creation of a 
new trustP Again, we don’t know. 

I would suggest to you that you con- 
sider revising all of your usual methods 
of handling these problems and _pro- 
vide, for example, that the wife’s estate 
—the first, or second, or whatever trust 
estate it is—terminate, and all of the 
funds be paid over to X, Y, and Z, as 
Trustees of another trust estate. In fact, 
it might be a good idea to provide a 
new trustee, or at least one new mem- 
ber of the group of trustees, so that you 
can say: “Here is an entirely different 
trust with new trustees, new provisions, 
new beneficiary; therefore, any distribu- 
tion made at the termination of the 
prior trust was one made on final ter- 
mination.” 


What is date of last transfer? 


The second problem in this section, 
and one that I think is going to plague 
us greatly, is that you do not get the 
benefit of exclusion from an accumula- 
tion distribution unless this final ter- 
mination takes place more than nine 
years after the date of the last transfer 
to the trust. Well, now, what would be 
the date of the last transfer to the trust, 
if you accumulate income? Let us sup- 
pose you have a trust which deliberately 
accumulates income, perhaps during the 
lifetime of the widow, as, for example, 
so frequently has been done in some of 
these marital deduction set-ups, where 
all income is paid out of the marital 
trust and income is accumulated in the 
second trust. Is the adding of accumu- 
lated income to corpus a transfer to 
trust? I don’t think so and it doesn’t 
seem logical to say so, because, after 
all, that income has been derived from 
the trust itself. But in the absence of 
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Regulations, we have to be a little skep- 
tical about that. 

A far more serious problem arises 
from the very common practice of in- 
serting cross-remainders in trusts. Sup- 
pose you have two children. One of 
them dies without issue; you have your 
usual cross-remainder over to the other 
child’s trust, and then that child dies 
within nine years and there is a termi- 
nation and distribution. I am afraid you 
are going to get hooked there, because 
you may not get the benefit of your ter- 
mination. You may be taxed as though 
that had been a transfer to the trust 
within the previous nine years. 

There would seem to be several pos- 
sible solutions. One might be that you 
could provide in the trust that any trust 
must continue in existence for at least 
nine years before it is distributed after 
the last transfer to the corpus. How- 
ever, it seems to me that this raises two 
rroblems. First of all, there is a ques- 
ion of defining what is the last transfer 
to the corpus. Secondly, if you are do- 
ing this with children and grandchild- 
ren, I think you might be running afoul 
of the Rule Against Perpetuities. After 
all, our concern with all of these new- 
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fangled sections of the tax law must not 
lead us to overlook the fact that there 
are other and almost equally compli- 
cated rules we have to keep in mind. 

It seems to me the best way to solve 
the problem, and one that I am strug- 
gling with right now from the stand- 
point of working out the language, is to 
provide wherever you have a cross- 
remainder that there is a cross-remain- 
der of income only and that you con- 
tinue to hold the deceased child’s or 
grandchild’s share in a separate trust, 
until the death of the child or grand- 
child to whom the cross-remainder is 
being made at which time you will ter- 
minate and distribute both trusts. 

As you can see, there are a lot of 
problems in drafting under these pro- 
visions. I have just touched lightly on 
some of the more dangerous ones, dan- 
gerous from the standpoint that you 
might not realize that you were getting 
accumulation, because this 
would result from some commonly used 
provision hidden somewhere back in 
the trustee’s powers. 


into an 


Trustee’s powers 

Hoping to shed just a little ray of 
sunshine, I also want to point out that 
in your trustee’s powers, you are now 
given a very great opportunity to con- 


fer tax benefits upon the beneficiaries 
of a trust. For example, it is now pos- 
sible for the trust instrument to direct 
to whom depreciation and tax-free in- 
terest are to be paid. It is also possible, 
it would seem to me, to direct how divi- 
dends should be paid, thus giving some- 
one the benefit of the dividend exclu- 
sion. Also, it would seem that the same 
would apply to oil royalties. 

Thus I think you should carefully 
state in your trustee’s powers that such 
items as tax-free income and deprecia- 
tion should be paid to that beneficiary 
who is in the highest tax bracket. In 
doing so, however, I think you should 
be very careful to name that beneficiary. 
I am afraid that if you gave the trustee 
the power to allocate tax-free income, 
depreciation and oil royalties in such 
manner, for example, as would seem to 
him to produce the lowest possible 
over-all tax, that then the government 
would not let you get away with that. 
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They might surprise us and give us 
some Regulations that would say you 
could do that, but I think it is doubtful. 
I think you will have to specify the 
beneficiary to whom you want these 
items to go. 

In any case, I doubt very much that 
any trustee would accept a broad dis- 
cretion such as allocating on the basis 
of the best tax benefit. He would have 
just too many headaches and too man} 
possibilities of conflict. I think, how- 
ever, you should very carefully consider 
your situation in drafting trusts, and al- 
locate these items of tax-free interest, 
depreciation, dividends and oil royal- 
ties, to the beneficiary whom you antici- 
pate will be in the highest tax bracket, 
perhaps making a list of several of them. 
For example, you might have a wife 
to begin with, then you might have a 
son and daughter in the picture—allo- 
cate it to the son, on the assumption he 
is going to earn a higher salary. 


Tax advantages of making gifts of 


real estate explained 


ONATION OF ALL OR PART of a piece 
of property by gift can result in 
sizeable tax savings for the donor who 
is aware of the tax rules and pitfalls 
governing such transactions. Paul Haber 
and Bernard Kotkin have compiled a list 
of pertinent suggestions for the tax prac- 
titioner who advises clients on acquiring 
or making a gift of real estate. The fol- 
lowing is from their new book Tax Op- 
portunities in Real Estate.° 

In making gifts of property, they say, 
be sure to make and furnish to the donee 
a record of your tax basis for the prop- 
erty; he will need the information when 
he sells it, which may be many years 
hence when your records are not avail- 
able. Do not make a gift of property 
which has a value less than your ad- 
justed basis for it. Your donee is re- 
quired to take the fair market value as 
his basis, but you do not get the benefit 
of a loss deduction. 

When making a gift to charity, give 
property which has appreciated in value. 
You will then get a tax benefit of a 
deduction equal to the fair market value 


® Published by Tax Publishers, Bankers Building, 
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of the property (not to exceed the maxi- 
mum deduction under the 
charitable provisions ) , 
even though you are not taxed on the 
appreciation in value of the property. 

When the primary objective of the 
gift is to reduce income taxes, high in- 
come property should be selected for 
the gift. Because of the income tax 
splitting provisions, a gift to a spouse 
no longer produces any income tax bene- 
fits. However, gifts of income-produc- 
ing property to other members of the 
family, either outright or in trust, still 
afford a good means for reducing one’s 
income tax burden. 

The gift property should preferably 
consist of property which is likely to 
increase in value. To the extent that it 
does increase in value, the estate tax sav- 
ing will proportionately increase. For 
this reason, a leasehold interest is not as 
suitable for gift tax purposes as is a fee 
interest, because the value of a leasehold 
interest decreases with the mere lapse 
of time, even though the value of the 
property itself increases. 

A gift to a revocable trust does not 
affect the- donor’s tax position. Since 
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the trust is revocable, the gift is con- 
sidered incomplete for tax purposes, 
with the result that no gift tax is in- 
curred on the creation of the trust, 
no estate tax is eliminated at death, and 
no income is shifted from the donor to 
the beneficiaries of the trust. A revoc- 
able trust serves the same purpose as a 
will, since it may be altered, amended 
or revoked at any time. It has impor- 
tant advantages over a will, however, 
in that it eliminates probate expenses 
and delays in the administration of the 
property in the trust. 


Part-sale and part-gift transfers 


If the donor wants to make a gift of 
real estate but the value of the property 
exceeds the amount which the donor 
wants to give to the donee, the property 
can be transferred to the donee in the 
form of part-sale and part-gift. For ex- 
ample, if the property is worth $150,000 
but the donor wants to make a gift of 
only $100,000 the property can be sold 
to the donee for $50,000. By selling 
$150,000 worth of property for $50,000, 
the transferor is a seller to the extent of 
$50,000 and a donor to the extent 
of $100,000. 

The part-sale and part-gift technique 
can also be used where the donor wants 
to make a gift of the entire value of 
the property ($150,000), but does not 
want to pay a gift tax on the transfer. 
For example, if the $150,000 worth of 
property is sold to the donee for 
$84,000, there will be a gift of $66,000. 
Assuming that the donor has not used 
any part of his specific exemption in 
prior years, and is a married person, the 
$66,000 gift will be tax-free ($60,000 
exemption and $6,000 annual exclu- 
sion). The $84,000 selling price may be 
evidenced by a purchase-money mort- 
gage, payable in annual installments 
over a period of years. At the end of 
each year the donor can release $6,000 
of the mortgage debt free of gift tax 
(annual exclusion) until there is no in- 
debtedness left. Of course, if the donor 
should die while there are mortgage 
installment obligations still outstanding, 
the outstanding amount will be includ- 
ible in the donor’s gross estate. 

In effecting a transfer of real estate in 
the form of part-sale and part-gift, the 
donor must of course bear in mind that 
if the consideration representing the 
sale-part exceeds the donor’s adjusted 
basis, the gain represented by the excess 
may be taxed as ordinary income to the 
donor, if the property is subject to de- 
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preciation and if the donee-purchaser is 
a “related taxpayer”. The part-sale and 
part-gift transfer gives rise to the fol- 
lowing question: what is the basis of 
the property in the hands of the trans- 
feree when the transfer takes the form 
of part-sale and part-giftP Let us as- 
sume that the transferor’s basis for the 
$150,000 property is $60,000. If the 
transferor had made a gift of the entire 
property to the transferee, the latter’s 
basis would be $60,000 (donor’s basis) 
for the purpose of computing annual 
depreciation or gain on the subsequent 
sale of the property by the transferee. 
But suppose that the property is “sold” 


to the donee-purchaser for $60,000 so 
that the donor-seller realizes no taxable 
gain on the transfer and the difference of 
$90,000 is a gift to the donee-purchaser 
—would the latter’s basis still be 
$60,000? Obviously, if an outright gift 
of the property would result in a 
$60,000 basis to the donee, then a sale 
of the same property to the donee- 
purchaser for $60,000 should result in 
an increase in basis. 

There are no decisions on this point, 
and it would be interesting to know how 
the courts would determine the in- 
crease in basis to which the donee- 
purchaser would appear to be entitled. 


New estate & gift decisions this month 


Court finds no “distribution” to bene- 
ficiaries; no deduction. Taxpayer's trust 
claimed that it distributed its income 
to beneficiaries and should be allowed 
a deduction. The income was a share 
in the profits of a partnership of which 
the trustee was a member. The share 
of income was set up on the books as 
“Partners’ Accumulated Profits” in the 
name of the beneficiaries. However, 
the trustee was the partner and only 
he could withdraw the profits. Hence 
there was no “distribution” to the bene- 
ficiaries. Grant (Weiss Trust) v. Nich- 
olas, DC Colo., 1/6/55. 


Only half of husband-wife partnership 
property includible in his estate. The 
government erred in including all of 
the partnership property in decedent's 
estate. It was shown that decedent’s 
wife was a bona fide partner, and her 
efforts in the business were wholly com- 
mensurate with decedent’s. Est. of Neel, 
DC Okla., 6/30/55. 


Funded life insurance trusts not inher- 
ently testamentary. Decedent in 1931 
created funded life insurance trusts for 
his infant grandnieces and grandneph- 
ews, directing the trustee first to apply 
income to the payment of premiums 
and then either to accumulate the bal- 
ance for the infants or to use it for their 
education and maintenance. The corpus 
of each trust was to be distributed to 
the beneficiary when he became 30 or 
upon settlor’s death, whichever occurred 
later. Settlor died in 1947. This court 
holds the Tax Court in error in holding 





the trusts were created in contempla- 
tion of death. It is settled that the mere 
fact that the beneficiary’s enjoyment is 
postponed till settlor’s death does not 
prove the creation was in contemplation 
of death. Nor does the transfer of an 
interest in life insurance as compared 
with the creators of such rights, create 
an inference that death was contem- 
plated. Finally the court states the Tax 
Court failed to recognize the substantial 
motives connected with life. Case re- 
manded. (Under 1954 Code transfers 
made more than 3 years prior to death 
are not made in contemplation of 
death.) Estate of Aaron, CA-3, 7/13 


50. 


Expenses of estate of community prop- 
erty deductible in full. Taxpayer estate 
consisted entirely of community proper 
transferred by operation of law to the 
surviving spouse. The only duty of the 
executor was to pay federal estate tax. 
Consequently the administration ex- 
penses are deductible in full. Estate of 
Gannett, 24 TC No. 73. 


Can’t change theory on which tax as- 
sessed to avoid special extension of re- 
fund time. Estate taxes were paid in 
1941 on inter vivos trusts held to be 
transfers conditioned on survivorship 
pursuant to 1939 Code Sec. 811 (c). 
A refund claim was filed in 1950 under 
a 1949 Act removing the limitations 
period on refund claims for taxes paid 
under that section. (811 (c)). The 
Government was not permitted to de- 
feat the claim by contending that the 
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extension of the refund period was not 
applicable because the trusts were not 
actually taxable under Sec. 811 (c) but 
under a different section. Bank of NY, 
(Robbins Estate), D.C. N.Y., 7/8/55. 


No marital deduction under 1939 code 
if spouse’s interest is in part of trust. 
Taxpayer estate was denied the marital 
deduction. The surviving spouse of the 
decedent was not entitled to all of 
the income from a testamentary trust 
and had power to appoint only half of 
the corpus. (1954 Code eliminates re- 
quirement that the surviving spouse 
must have income from entire trust and 
power to appoint entire corpus.) Est. 
of Bickers, TCM 1955-224. 


Bequest for care of domestic animals is 
charitable. A bequest to trustees for the 
care of neglected or homeless domestic 
animals is a charitable bequest deduct- 
ible from the gross estate. Rev. Rul. 
55-519. 


Obligation of estate to sell decedent's 
interest at book value fixed valuation 
for estate tax. Taxpayer's decedent and 
his two sons, who were partners, en- 
tered into an agreement providing that 
on death or withdrawal of any partner, 
his interest would be sold to the re- 
maining co-partners at book value. The 
buy-sell agreement had been upheld by 
the state probate court upon decedent’s 
death. Federal estate taxes were held 
properly based upon the book value of 
decedent’s interest rather than a fair 
market value in excess of book value. 
Geve, CA-10, 7/22/55. 


“Stiftungs” or foreign family founda- 
tions created by a nonresident alien 
treated as private trusts for estate tax 
purposes. Decedent, a resident of Hol- 
land and therefore a nonresident alien 
under U.S. law, died in Holland in 
1943. In 1939 he had transferred sub- 
stantial personal accounts and _securi- 
ties on deposit in the U.S. to the ac- 
counts of two foreign family foundations 
or “stiftungs” organized for the purpose 
of providing funds for the benefit of 
his descendants. The Tax Court holds 
the “stiftungs” were comparable to our 
private trusts, and as they were under 
the complete control of decedent, sub- 
ject to his power to amend or revoke, 
their assets on deposit with U.S. banks 
were includible in decedent's gross es- 
tate. The court held that title to more 
of the assets vested in the Netherlands 


government under war-time decrees. 
The U.S. cash deposits could not be ex- 
cludible on the theory of monies de- 
posited for a nonresident alien, but were 
to be treated as deposits of the “stift- 
ungs” considered separate entities for 
trust purposes. Securities physically lo- 
cated in Holland at the time of death 
and subject to wartime foreign restric- 
tions were valued substantially less than 
the market value of comparable unre- 
stricted securities being freely sold in 
the U.S. on that date. Failure to file an 
estate tax return until 6 years after de- 
cedent’s death was held due to reason- 
able cause because of the difficulty of 
determining the tax status of “stift- 
ungs.” Oie Est., 24 TC No. 94. 


Gifts within three years of death not in 
contemplation thereof. Lloyd C. Doug- 
las at the age of 70 and 71 and within 
3 years of his death made gifts to his 
two daughters and his nurse. Although 
he was in poor health at the time, the 
court found him to be a man of great 
mental ability, and found his behavior 
with reference to the gifts motivated by 
thoughts associated with life. The gifts 
were not in contemplation of death. 
Betty D. Wilson, TCM 1955-88. 


No deduction for remainder interest to 
charity contingent on non-survival of 
issue. A charitable institution will re- 
ceive the remainder under the terms of 
an irrevocable inter-vivos trust created 
by taxpayer if life tenants, aged 40 and 
50, have no issue. The service holds that 
it is too uncertain that anything would 
go to charity; the gift tax deduction is 
denied. Rev. Rul. 55-483. 


No gift on transfer to spouse of '/, in- 
come from community property. Tax- 
payer transferred to his wife one-half 
of the income from real property pur- 
chased in Louisiana. The transfer is not 
a taxable gift unless the property was 
purchased with the husband’s separate 
funds for his separate use. The wife is 
presumed to have acquired a one-half 
community interest in the property at 
the date of purchase. Rev. Rul. 55-461. 


No gift tax for gift effective in future. 
Taxpayer gave her children, in October 
1949, mineral royalty interest. The in- 
terest was a share of the royalties to be- 
come payable to the taxpayer under a 
mineral lease she owned. However, the 
gift also provided that the children 
would receive only payments due after 


Estate and gift taxation * 217 


January 1, 1950. The court holds the 
gift was of a future interest. No $3,000 
exclusion. Jardell, 24 TC No. 72. 


Trust interests dependent on corporate: 


‘ redemption of stock are gifts of future’ 


interests. Taxpayers, owners of a corpo- 
ration, created a trust for their children 
and in the same instrument the corpora- 
tion agreed to redeem some of the tax- 
payers’ stock over a period of years not 
exceeding $3,000 a year. The redemp- 
tion payments were to be made to the 
trustees. The gifts in trust were held to 
be future interests and the $3,000 gift 
tax exclusions were denied. Redemption 
was contingent on the corporation’s be- 
ing able to comply with the local sta- 
tutes requiring redemption solely out of 
surplus. Shefner, D.C. Minn., 6/16/55. 


No exclusion for gift in trust distribut- 
able by trustee. Taxpayer made gifts 
in trust for his six minor grandchildren. 
The trustee had absolute discretion to 
distribute corpus at any time. The Com- 
missioner denied the $3,000 exclusions 
claimed on the ground that it was im- 
possible to compute how much income 
would be distributed as the entire cor- 
pus might be paid out before income 
was earned. Corpus is also a future in- 
terest; the trustee may never distribute 
it. Herrmann, TCM 1955-212. 


Gifts in trust are future interests; no 
present benefits to beneficiaries is 
shown. Taxpayer created an irrevocable 
trust for the benefit of his children and 
grandchildren; the grandchildren to re- 
ceive $200 annually during the life of 
their parents. He made two additional 
contributions to the trust in 1948 total- 
ling $9,600, and claimed 16 gift tax 
exclusions, $3,000 for each of the bene- 
ficiaries. As the additional contribution 
was not needed to meet the present ob- 
ligations of the trust to pay benefits to 
the grandchildren, and as no proof was 
offered as to the present value of the 
gift to the children, the exclusions were 
denied. Nor could the gift be treated 
as split with the donor’s wife. She was 
a beneficiary of the trust and the court 
could not determine what portion of 
the gift was made to third parties. 
Whittall, 24 TC No. 91. 


Gift splitting not available after death 
of spouse. The gift-splitting benefits 
does not apply to gifts becoming effec- 
tive after the death of a spouse. Rev. 
Rul. 55-506. 
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Supreme Court’s Olympic decision may 


confuse many accrual questions 


M OST TAX PRACTITIONERS will agree 
~"™" that the Supreme Court reached 
a common sense result in the Olympic 
decision handed down May 23, 1955. 
Interpreting the words “paid or ac- 
crued,” as used in Section 122(d) (6) 
of the 1939 Code, the Court held that 
an accrual basis taxpayer can deduct 

taxes “accrued” in computing an 
operating loss carryback. Excess 
profits taxes which accrued in 1945 (on 
1945 profits) can not, although paid in 
1946, be added to a 1946 operating loss 
in order to compute the carryback to 
1944, 

Unfortunately, however, the Court 
went on to say that the words “ ‘paid or 
accrued have only one meaning 
throughout the (income tax) chapter, 

.’ And again, “We should not be 
faithful to the statutory scheme, as re- 
vealed by the words employed, if we 
gave ‘paid or accrued’ a different mean- 
ing for the purposes of §122(d) (6) 
than it has in the other parts of the 
same chapter.” If by this the Supreme 
Court means that the phrase “paid or 
accrued” must refer to the accounting 
method of a taxpayer no matter where 
used in the Code, some anomalous re- 
sults are going to arise for cash basis 
taxpayers. 


Penalty on cash-basis taxpayer 

For example, in computing Sub- 
chapter A net income, Section 505(a)- 
(1) of the 1939 Code permits personal 
holding companies to deduct taxes 
“paid or accrued.” For years the Treas- 
ury argued that cash basis corporations 
could deduct only taxes paid, not those 
accrued on the current profits and still 
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unpaid at the end of the year. The 
result was to penalize a cash basis com- 
pany for not distributing in dividends 
the cash it had to set aside to pay its 
taxes. However, after losing in several 
circuits, the Commissioner acquiesced 
in Lemp Brewing Co., 18 T. C. 586 
(1952) and by T. D. 6079, approved 
July 8, 1954, added subsection (f) to 
regulations 39.505-1 thereby permitting 
a cash basis taxpayer to deduct accrued 
taxes in computing Subchapter A net 
income. 

Section 102(d)(1)(A) presents the 
identical problem as affecting the com- 
putation of Section 102 net income. 
Here again the Code says corporations 
may deduct taxes “paid or accrued.” 
Since the personal holding company 
surtax and the Section 102 surtax are 
both designed for the same purpose, 
namely to force corporations to pay 
dividends, it would seem that the same 
logic should apply to both cases. How- 
ever, the Commissioner is still arguing 
that this is not the case. See Rev. Rul. 
6, 1953-1 CB 120 and Harry M. 
Stevens, Inc. v. Johnson, 115 F. Supp. 
310, (S.D.N.Y. 1953). The Stevens 
case was decided squarely for the tax- 
payer, largely on the basis of the per- 
sonal holding company decisions, but 
the government has since appealed it 
to the Second Circuit. 

The absurdity of the government’s 
position is evident. Assume a cash 
basis corporation makes a million dol- 
lars in a good year, following several 
It has to ac- 
crue and set aside say $700,000 of in- 
come and excess profits taxes (not to 
mention state income tax) for payment 


mediocre or loss years. 


after the end of its taxable year. The 
Treasury maintains that Section 102 
tax should neve:theless be computed 
on the whole million dollars. On this 
basis the Section 102 tax amounts to 
$374,000 and the total federal tax bill 
exceeds the company’s entire income! 

Congress has rejected the Treasury’s 
interpretation of this section for years 
after 1953 by providing in the 1954 
Code, Section 535(b) (1), that all cor- 
porations may deduct taxes “accrued” 
during the taxable year in computing 
their “accumulated taxable income.” 
The old phrase, “paid or accrued,” has 
been eliminated. 

It would indeed be unfortunate if 
the Treasury now seizes upon the un- 
necessarily broad language in the 
Olympic decision to justify its continu- 
ing to force an inequitable Section 102 
computation upon cash basis corpora- 
tions for years not affected by the new 
Code. The fair and reasonable course 
would be to instead concur in the 
Stevens, Inc. decision and permit all 
corporations to deduct accrued taxes in 
computing Section 102 net income. 


[Mr. Bachrach is an attorney and CPA 
engaged in tax practice, and a son of 
the well-known CPA and tax practi- 
tioner, Michael Bachrach of Pittsburgh.] 


Salvage value important in 
choosing new depreciation 


N DETERMINING the comparative tax 

benefits available under the new 
methods and rates of depreciation 
allowed under the 1954 Code, says 
Paul A. Reck, I cannot help feeling 
that taxpayers have not given adequate 
consideration to the effect of the salvage 
factor on benefits resulting from the 
various methods available. Salvage will 
also affect the time when a change-over 
from declining-balance to straight-line 
depreciation is appropriate. 

Mr. Reck, who is assistant treasurer 
of the Sperry Gyroscope Company, re- 
cently made these points in a letter to 
the Controller. 


Mr. Reck’s comments 


The proposed depreciation regula- 
tions, says Mr. Reck, and the Congres- 
sional Committee reports on the 1954 
Revenue Code have made it clear that 
the cost or other basis of depreciable 
property is to be reduced by a salvage 
factor in using any depreciation method, 
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except the declining-balance method. 
No adjustment is required under the 
latter method since the undepreciated 
balance remaining at the end of the 
useful life is presumed to represent 
salvage alone. 

In the past, adjustment for salvage 
was frequently made by a reduction in 
the depreciation rate to be applied in- 
stead of reducing the cost basis. In view 
of the emphasis now being placed on 
this factor under the new law, all indi- 
cations are that the salvage adjustment 
will be enforced unless it is insignificant 
in amount. 

It behooves taxpayers, therefore, to 
make a thorough study of company ex- 
perience to determine their salvage ratio 
because of its impact on the selection of 
the proper depreciation method. As a 
general rule, it can be said that if the 
salvage adjustment equals or exceeds the 
percentage remaining at the end of the 
useful life of an asset under the declin- 
ing-balance method, then the declining- 
balance method of depreciation should 
be used. If the amount is less than the 
undepreciated balance remaining at the 
end of the useful life under this method, 
then the sum-of-the-digits method 
would be more advantageous over the 
long run because of the greater recovery 
through depreciation which 
would be realized during the life of the 


ot cost 


asset. 

It also appears to me that the change- 
over election from the declining-balance 
method to the straight-line method has 
been overrated as a means of recovering 
complete cost of assets since, at the time 
of changeover (1) the unrecovered basis 
of the property must be reduced by esti- 
mated salvage, and (2) the straight-line 
depreciation rate must be based on a 
realistic estimate of the remaining use- 
ful life of the surviving property. If the 
salvage value turns out to be high, the 
recoverable cost could be less than that 
allowable by the continued use of the 
declining-balance method. Moreover, if 
composite rates are used based upon the 
average life of the assets in a group or 
class, a lower depreciation rate could re- 
sult at the time of changeover since the 
shorter-lived assets would have been re- 
tired first and the longer-lived assets 
would remain. It is my opinion, there- 
fore, that in actual practice few tax- 
payers will take advantage of this 
changeover privilege. 

Another factor which should be con- 
sidered is, that since no recognition is 
given salvage value when the declining- 


balance method is used, it is apparent 
that taxpayers may continue to depreci- 
ate the unrecovered cost remaining at 
the end of the composite useful life of 
assets in a group, classified or composite 
account until the cost is fully recovered, 
if desired. 
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The above points are made in view 
of the fact that a number of taxpayers 
have blindly selected the sum-of-the- 
digits method without realizing the im- 
pact of the salvage factor and with the 
belief that full recovery of cost can be 
made. ve 


Service outlines treatment of 


interest on flat purchase of bonds 


‘HE SERVICE SET OUT in some detail 
its view of the treatment of interest 
when bonds are purchased flat. It says, 
in Rev. Rul. 55-433, (3 JTAX 172), 
that “Section 117(f) provides that 
‘amounts received by the holder upon 
the retirement of bonds, debentures, 
notes, or certificates or other evidences 
of indebtedness issued by any corpora- 
tion . . . shall be considered as amounts 
received in exchange therefor.’ 

“The reference to bonds and 
other evidences of indebtedness issued 
by a corporation manifestly is to their 
principal and not to interest thereon; 
hence, receipts in order to be within its 
ambit must be actually or in effect 
payments or other collections in dis- 
charge of their principal and not of 
interest thereon. However, pay- 
ments, in order to constitute ‘amounts 
received by the holder upon the retire- 
ment of such evidences of indebted- 
ness, need not be final or single full 
payments of their principal but may be 
partial payments thereof. . 

“Actual collections of principal of 
bonds are, ipso facto, amounts received 
by the holder upon their retirement; 
whereas, actual collections of interest 
on bonds are, just as matter-of-fact, not 
amounts received by the holder upon 
their retirement but of interest thereon, 
irrespective of whether the interest ac- 
crued before he purchased them, 
[whether] he purchased them “flat” or 
[whether] the interest was received 
together with payments of principal in 
whole or in part. 

“Where a taxpayer has purchased in- 
terest-bearing securities with certain 
unpaid accrued interest at a ‘flat’ price, 
the Internal Revenue Service has fol- 
lowed the principles (1) that subse- 
quent payments of such interest do not 
constitute interest income to him since 
it accrued before his purchase, but are 
returns of capital applicable to his cost 
or adjusted basis to the extent of such 


basis; (2) that any excess of such in- 
terest payments over such basis is tax- 
able gain; and (3) that such gain is 
taxable as ordinary income under Sec- 
tion 22(a), and not as ‘capital gain” 
under Section 117, unless there is no 
reasonable expectancy, when such inter- 
est payments in excess of such basis 
are received, that those payments and 
ultimate collections on principal of the 
securities will exceed their principal.” 

In the IRS’s opinion, if ultimate col- 
lection of principal is doubtful, the “in- 
terest” payments are regarded as collec- 
tion of principal and as such “amounts 
received by the holder upon the retire- 
ment of the securities, in exchange 
therefor.” These principles, the ruling 
continues “are embodied in the follow- 
ing lines of rulings and decisions: 

“1. Where payments of in- 
terest, which had accrued on interest- 
bearing securities before purchase . 
‘flat’ are not more than cost or adjusted 
basis thereof, the receipts have been 
held to be returns of capital applicable 
as adjustments of basis 

“Inasmuch as interest’ Which had ac- 
crued on securities before they were 
purchased by the taxpayer was not 
earned on his investment, receipts 
thereof, even though labelled ‘interest,’ 
are not interest income to him regard- 
less of whether (a) his purchase was 
at a ‘flat’ price, or (whether) a certain 
portion of the purchase price was al- 
located to accrued unpaid interest; (b) 
his purchase was through an exchange 
or direct from the seller; (c) the inter- 
est was on principal, on past due in- 
terest, or on both; (d) the interest was 
in default or not, either at the time of 
his purchase or when he collected it; 
(e) its collectibility was considered 
good or poor at either time; and (f) 
receipts thereof are in excess or not of 
his cost or adjusted basis to which ap- 
plicable. However, as already indi- 
cated, this does not mean that any such 
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excess is not taxable gain or that it is 
taxable as capital gain under Section 
117, rather than as ordinary income 
under Section 22(a). 

“2. Where total receipts on account 
of interest-bearing securities purchased 
‘flat’ include not only payments of in- 
terest which had accrued . . . before 
. but also proceeds 
from his subsequent sale of the securi- 
ties, and the sale proceeds exceed his 
basis thereof adjusted . . . on account 
of such interest payments, the excess 


. purchase . 


has been held to constitute capital gain 
under Section 117. 

“In the instant case, however, the 
excess involved is not attributable to 
either a sale or an exchange. Therefore, 
this principle. does not apply to such 
case 

3. Where the taxpayer, when there 
was no reasonable expectancy that col- 
lections both of principal and interest 
would ultimately exceed the principal 
of interest-bearing bonds previ- 
ously purchased with unpaid ac- 
crued interest ‘flat,’ received payments, 
designated as part of principal and part 
of such interest, aggregating in excess 
of his cost the entire payments 
have been found to constitute amounts 
received . . . and the entire excess has 
been held to be capital gain. 

“Whether there is, at the time ‘inter- 
est’ payments are received, rea- 
sonable expectancy that further collec- 
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tions will equal their remaining princi- 
pal is dependent upon the facts 

in each case. Actual insol- 
vency of the debtor cannot be conclu- 
sively presumed merely from default 
in principal or interest, or from receiver- 
ship. Either may arise, . . ., from 
causes such as temporary business de- 


pression, financial panic, shortage of 
liquid assets, inefficient or improper 
management, and controversy over the 
debt. Furthermore, insolvency of the 
debtor is immaterial if it appears that 
the previously unpaid principal is col- 
lectible out of security or from a surety 
or guarantor.” 


New accounting decisions this month 





Dealer transfers land to corporation 
and four days later sells stock; gain is 
ordinary. After taxpayer was ap- 
proached by a prospective buyer he 
transferred some land, which the Tax 
Court found he had held for sale in his 
business, to a corporation. Four days 
later he sold the stock to the same pros- 
pect and reported the gain as capital. 
The Tax Court held that it was ordinary 
income. The taxpayer had not elected 
to report the gain on the installment 
basis when he filed the return; he can- 
not ask to have the deficiency computed 
under that method. Tax Court is 
affirmed. Jacobs, CA-9, 6/28/55. 


Policy holder is taxable on interest of 
matured endowment uncollectible for 
ten years. Taxpayer was beneficiary of 
an endowment policy. Prior to its ma- 
turity she directed the company to re- 
tain the proceeds at maturity, and to 
accumulate interest on the principal 





capital gain. 


were these: 


able. 


capital gains treatment. 





BUT CA-5 DOESN’T AGREE 


At aLMosT the same time that Rev. Rul. 55-433 was published the Fifth 
Circuit handed down a decision flatly (no pun) contradictory. In Sailer, 
the court paid little attention to the issue whether interest accrued prior to 
the flat purchase of a bond was, for the amount in excess of the cost, 
It passed over that quickly as settled, saying “It is the general 
rule that money received by a taxpayer on account of interest which was 
past due when the interest bearing obligation was acquired, known as a flat 
purchase, is to be treated as a payment of capital and subject to capital 
gain treatment in the computation of income tax. The facts in Sailer 


Taxpayer bought an income note of a corporation upon which principal 
and interest were past due. Purchase price was not allocated between 
principal and interest. Later he received payments on past due interest 
when earnings became available. The note provided that interest would be 
paid according to a certain formula “if as and when” earnings were avail- 
Despite this contingency the “flat purchase” rule applies. The court 
affirmed the District Court, holding that taxpayer’s right to unpaid interest 
which he purchased was no less real because contingent on availability of 
earnings. It rejected the reasoning of the 3rd Circuit in a similar case and 
the Government’s contention that the payment of interest was not a sale or 
exchange. It was pro tanto retirement held the court and was subject to 








sum for a period of ten years. The court 
holds that she must report the interest 
annually as earned. On a second matur- 
ing policy she directed the interest on 
the principal sum to be paid her cur- 
rently. The court said, “Petitioner has 
deliberately turned her back on income 
and has in effect selected the year in 
which she will report it. This she may 
not do... Petitioner. . . cannot escape 
income tax by directing that accrued 
interest be accumulated for her benefit 
in the future.” Fleming, 24 TC No. 93. 


Salary is “business income”; must be in- 
cluded in computation of operating 
loss. Taxpayer was president, treasurer, 
director, and sole stockholder of his 
corporation and devoted his full time 
to it. He received a salary of $52,000 
from it in 1947. He sustained a net loss 
in that year and claimed a carry-back 
to 1945. He did not include the $52,- 
000 in the computation of business loss 
carried over. The court agrees with the 
Tax Court’s holding in Lagreide (23 TC 
No. 62) that salary income is business 
income. “The business of being a cor- 
porate officer exists separate and inde- 
pendent of the corporate trade or busi- 
ness.” Folker, DC NY, 4/11/55. 


Unimproved land, on facts, held to be 
investment property. Undeveloped 
acreage acquired in 1940 and 1941 was 
sold by the taxpayer in 1948 to a school 
district which had threatened to bring 
condemnation proceedings. At no time 
did the sellers make any improvements 
on the land, nor did they subdivide or 
advertise the property for sale. The 
property was not held for sale in tax- 
payer's business; gain on the sale was 
capital. Malouf, TCM 1955-190. 


Contested taxes reduce EPT credit in 
taxable year, not settlement year. Al- 
though deficiencies in 1943 income and 
EPT were contested, they nevertheless 
reduced taxpayer’s accumulated earn- 
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ings and profits at the beginning of 
1944 for invested capital credit pur- 
poses. Otherwise, by simply contesting 
liability for income and EPT, a tax- 
payer could postpone their accrual 
until after the year in which they 
arose, and its accumulated earnings 
and profits for the years prior to settle- 
ment would be overstated. Pacific Af- 
filiate Inc., CA-9, 7/20/55. 


Securities held by dealer-trader for own 
account are capital assets. The Ninth 
Circuit affirms without opinion the Tax 
Court holding the taxpayer, a dealer 
trader, realized a capital gain on the 
sale of certain securities. The Tax Court 
said, “The ultimate question is the 
purpose for which a particular security 
is held at the time of its sale. It also 
affirmed the Tax Court holding that 
premium on Federal Land Bank bonds 
must be amortized to the first call date, 
not to maturity. Pacific Affiliate Inc., 
CA-9, 7/20/55. 


Attorney, businessman have capital gain 
on sale of unneeded portion of home- 
sites. Taxpayer, a businessman with no 
home building interest and an attorney 
bought 104 acres consisting largely of 
swampland. They had to purchase all of 
the acreage since the owner's price for 
less was too high. The property was 
subdivided into 250 lots and 75 were 
given to a country club. All of the 
property was then drained. Lots were 
sold in order to minimize the cost of 
the homesites. They were not offered to 
the public indiscriminately, but were 
sold subject to restrictions and to 
selected customers in order to protect 
the value of the property for homesites. 
The owners were not engaged in the 
real estate business and were active in 
their respective professions. No active 
efforts were made to sell, but if they 
had been made, the properties could 
have been sold in one week. The court 
held that the lots were not held pri- 
marily for sale to customers, but were 
capital assets, and gain on their sale 
was capital gain. Hebenstreit, DC N 
Mex, 6/30/55. 


Transfer of less than all of the rights 
under a patent was a license. Taxpayer 
granted a manufacturer exclusive rights 
to manufacture and sell shoes under a 
patented process. The court holds the 
agreement was a license and not a sale 
because it failed to grant the manufac- 
turer the right to permit a third party to 


use the patent. Amounts received under 
the agreement constitute ordinary in- 
come and not capital gain. Rollman, 
24 TC No. 84. 


Recipient of capital gain “in respect of” 
decedent, has credit of 100% of ap- 
plicable estate tax. A person who by 
reason of the death of a decedent ac- 
quires a right to capital gains of the 
decedent not includible in the dece- 
dent’s return is taxable on the gain. 
However, he is allowed a deduction 
on his income tax return for the entire 
estate taxes paid on the gain. Rev. Rul. 
55-481. 


Creditor doesn’t realize gain or loss on 
sale of collateral. A bank held real 
estate lots as collateral security for a 
loan it had made. Upon nonpayment of 
the loan in 1936, the bank wrote off the 
loan and entered an equal amount in 
its “other real estate” account. The Tax 
Court held that absolute title to the land 
was not acquired at the time of the book 
transfer; a bank does not acquire title to 
collateral merely by default in payment; 
it must foreclose. The bank therefore 
did not realize gain or loss on the sale 
of the lots in 1946; it was selling for 
the account of the debtors and should 
have applied the proceeds in discharge 
of the debt. (The right to a deduction 
in 1946 for partial worthlessness of the 
loan was not in issue.) Hatboro National 
Bank, 24 TC No. 89. 


Ordinary income on tract subdivided 
for sale. Taxpayer was a banker and a 
clothing store owner and derived in- 
come from numerous other sources. He 
acquired two tracts of land which he 
intended to resell at a profit. He was 
neither in the real estate business nor 
a broker. He created a market so he 
could sell the lots continuously; years 
later in order to sell the tracts he had 
to subdivide them. He also secured 
their annexation to a city to facilitate 
sale. No active attempts were made 
to procure purchasers; they actually 
sought him out. But he was always 
ready to sell. On these facts the court 
held that so far as the sale of the lots 
was concerned, taxpayer was in the 
real estate business. Gain therefore was 
ordinary income. Di Lisio, DC N. Mex., 
6/24/55. 


DEPRECIATION, AMORTIZATION 


Basis for depreciating patents estimated 
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where costs unavailable. Taxpayers 
were unable to substantiate their cost 
basis for depreciable patents; they left 
their books and records in Belgium 
when they were forced to flee that coun- 
try in 1940. Under the Cohan rule, the 
court estimated the cost of the patents 
in the basis of machinery costs and ad- 
visory services used in developing the 
patents. Rollman, 24 TC No. 84. 


No depreciation adjustment required to 
determine gain or loss on sale of rail- 
road property upon change from retire- 
ment to depreciation accounting. In 
determining gain or loss on property 
destroyed by fire, taxpayer, a railroad 
which had changed from retirement ac- 
counting to depreciation accounting as 
of January 1, 1943, was not required 
to reduce the cost of the property by 
any depreciation prior to January 1943. 
Upon receiving permission to change its 
method of accounting taxpayer had 
agreed to determine annual deprecia- 
tion by spreading original cost over the 
original service. It agreed to compute 
depreciation applicable under this com- 
putation to years prior to 1943 and to 
deduct it from accumulated profits. 
However, the court holds that the agree- 
ment made no reference to basis (on 
sale or destruction) consequently the 
general rule must be followed. Since 
no depreciation was allowed or allow- 
able prior to 1943, no reduction of cost 
is proper. Denver & Salt Lake Ry. Co., 
24 TC No. 78. 


Depletion allowed on income from 
treatment processes. Taxpayer was in 
the business of mining, processing and 
selling talc. After mining the tale, in 
order to place it in commercially mar- 
ketable condition, taxpayer processed 
it into either crayons or powder. It 
otherwise was not marketable. The 
Commissioner attempted to differentiate 
between treatment processes and manu- 
facturing and determined that since 
processing was a manufacturing process 
and could not be considered “mining” 
the gross income from the sale of pow- 
der and crayons could not be the basis 
of the 15% depletion deduction. The 
court held that the act clearly provides 
that the entire process of obtaining a 
marketable product falls within the defi- 
nition of “mining.” Therefore, whether 
the process which is utilized be one of 
manufacture or treatment is immaterial. 
The cost of cartons and bags used to 
pack the product for sale was held to be 
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a necessary expense for marketing the 
products and their cost need not be de- 
ducted from the gross sales to compute 
gross income subject to depletion. 
Hitchcock, DC N.C., 7/15/55. 


Heir can amortize premium value of 
lease of inherited property. Taxpayer 
inherited real property which was 
rented for 99 years under a lease call- 
ing for a very high rent. The premium 
value of the lease (contract rental in 
excess of current market rental for lease 
period), which was not determined as 
a separate item in the estate tax pro- 
ceedings, is here found to be $1,000,- 
000. The Tax Court had previously de- 
nied amortization. The Circuit Court 
had reversed and remanded the case 
for a determination of the value of the 
lease. Moore, TCM 1955-219. 


ACCOUNTING METHODS 


B & L Assn. does not accrue unrealized 
profits of pre-1952 installment contracts. 
A building and loan association select- 
ing the accrual method for its first tax- 
able year beginning after 12/31/51 
will not be taxed on any unrealized 
profit received on installment contracts 
entered into prior to 1952, when it was 
exempt. If it selects the cash or install- 
ment method of accounting in its first 
return, the unrealized profits would 
constitute taxable income in the year 
received. Rev. Rul. 55-437. 


Joint venture income taxable when 
earned not when collected by suit. Tax- 
payer did not receive the income which 
he earned in a joint venture from 1941 
through 1944 because his co-adventurer 
denied the joint venture contract. Tax- 
payer sued, and in 1945 recovered the 
full amount. The Court held for the 
Government that taxpayer should have 
included the income in his returns for 
1941 through 1945. It added, without 
indicating the reason, that the statute 
of limitations should be mitigated under 
Sec. 3801 of the 1939 Code to allow 
the Government to recoup the tax for 
the closed Baker, DC Okla, 
5/26/55. 


years. 


In determining installment income, a 
mortgage on the property, neither as- 
sumed nor taken over, is to be ignored. 
Taxpayer built housing developments 
of individual residences and sold the 
houses, on which mortgages had been 
placed, to purchasers who were to 
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make payments to the seller for a pe- 
riod of time after which taxpayer was 
to pass title to the real estate and the 
purchaser was to take over any remain- 
ing mortgage payments. In computing 
the gross profit reportable on each 
installment, under the _ installment 
method, the buyer was held not to 
have assumed the existing mortgage not 
taken subject to the mortgage. Stone- 
crest Corp., 24 TC No. 75. 


Voluntary payments to state unemploy- 
ment insurance fund deductible when 
paid. A voluntary payment to a state 
unemployment reserve fund to effect 
a reduction in the unemployment in- 
surance rate for the subsequent year, or 
to be credited to the employer’s ac- 
count for the prior year, is deductible 
by a cash or accrual basis taxpayer only 
in the year of actual payment. Rev. Rul. 
55-452. 


In completed contract, basis fee is in- 
come when collected by suit, not when 
work is done. Taxpayer, a partnership 
computing income on the completed 
contract basis, substantially completed 
building a library for the U. S. in 1938. 
It accrued $2,500 for the balance due 
on the contract and $25,700 as the 
amount properly collectible to reim- 
burse for extra costs due to govern- 
mental delays. In 1946 it secured a net 
judgment on both items against the 
Government for $13,000. The court held 
the 1938 accrual of $25,700 improper; 
the amount of the 1946 judgment in 
excess of $2,500 represented damages 
and was includible in the partnership’s 
1946 income. In 1938 the items were 
“contingent and uncertain” and not in- 
cludible in income under this method. 
Irwin, 24 TC No. 80. 


DEDUCTIBILITY QUESTIONS 


Robbery complaint to police basis for 
theft loss. Taxpayer, a liquor dealer, 
claimed a loss from theft. It was sup- 
ported by evidence of a complaint to 
the police that two robbers at gunpoint 
took $230 in cash from the register, 
and $4,500 in cash tied up in a paper 
sack. Loss allowed. Marcella, TCM 
1955-205. 


Expenses to poll bondholders on merger 
not deductible. Expenses incurred in 
canvassing all bondholders of taxpayer 
railroad to secure their consent to a 
proposed merger are nondeductible 


capital expenditures in connection with 
a corporate reorganization. Denver & 
Salt Lake Ry. Co., 24 TC No. 78. 


Embezzlement loss not deductible in 
year of discovery if “compensated for 
by insurance or otherwise.” In 1950 
taxpayer discovered that one of his col- 
lection agents had embezzled funds. 
The Tax Court upheld the Commis- 
sioner in denying a theft deduction for 
1950. Taxpayer in 1950 was covered 
by an indemnity bond of $10,000, and 
also took from the embezzler a $4,000 
second mortgage; the two exceeded the 
claimed loss. Kraft, TCM 1955-208. 


Hotel owner-operator can deduct all 
costs without adjustment for own board. 
In these two cases the Commissioner 
disallowed a portion of the operating 
costs of a hotel on the ground that the 
disallowed expenses were the cost of 
room and board of the managing part- 
ners resident in the hotel. In both cases 
the Tax Court allowed the full deduc- 
tion; the owner was required to be on 
hand 24 hours a day. Wolfe, TCM 
1955-198; Moran, TCM 1955-202. 


Business expenses of brokerage firm re- 
duced under Cohan rule. A brokerage 
firm, for lack of substantiation, was al- 
lowed under the Cohan doctrine only 
part of the claimed deductions for club 
dues, entertainment, business lunches, 
telephone calls, gifts, and travel. Re, 
TCM 1955-206. 


Involuntary conversion relief available 
even if replacement occurs after de- 
cision to liquidate. Some of taxpayer's 
property was involuntarily converted 
and taxpayer elected to replace the 
property within the statutory period for 
nonrecognition of gain. The fact that 
the taxpayer subsequently, but before 
replacement of the property, adopted a 
plan of liquidation will not preclude 
nonrecognition of gain provided the re- 
placement is completed on time. Rev. 
Rul. 55-517. 


Mortgagor’s escrow deposit accounts 
treated as regular deposits. A mortgagee 
bank in computing a reasonable addi- 
tion to its reserve for bad debts may 
include the amount of its mortgagors’ 
escrow deposit accounts as part of its 
total deposits or withdrawable accounts. 
Rev. Rul. 55-435. 


Can deduct only equipment rentals not 
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later applied to purchase - price. Tax- 
payer rented certain equipment for use 
in his contracting business at monthly 
rentals calculated at 10% of its list price. 
There was no provision for purchase in 
the lease. Subsequently upon changes in 
the leasor firm, some of this equipment 
was made available to taxpayer for pur- 
chase. The court held that the rental 
payments which ultimately were ap- 
plied toward the purchase price of 
various items of equipment cannot be 
deducted, but those which were not so 
applied are deductible. Abramson, DC 
Iowa, 7/5/55. 

Cost of hastening acquisition of prop- 
erty deductible. The Board of Alderman 
of taxpayer’s city had approved turn- 
ing a street over to the taxpayer, who 
owned the property on both sides. To 
hasten the process of obtaining clear 
title, taxpayer paid $9,500 to certain 
other property owners whom the city 
proposed be brought into the suit to 
close the street. To avoid delay and 
litigation taxpayer made this payment 
and also a $500 fee to the city attorney. 
The court said taxpayer by these pay- 
ments acquired nothing but time—the 
item is in the nature of a short term 
expense. Brown-Forman Distillers Corp., 
Ct. Clms, 7/12/55. 


Gambling income found substantially 
accurate. The government contended 
that taxpayers, operators of a gambling 
casino, did not correctly set forth the 
“hits” or amounts paid out to winning 
bettors. The basic records consisted of 
daily summary sheets of bookmaking 
activity prepared by a salaried employee 
from carbon copies of the individual 
bet tickets which tickets were later de- 
stroyed, and a partner’s daily summary 
sheets of all gambling activities. These 
records were found sufficiently reliable 
accurate and the Commissioner’s 
redetermination of the bookmaking in- 
come on the basis of estimated percent- 
ages was not sustained. Unclaimed win- 
nings was held to be additional income 
to the cash basis taxpayers. Nemmo, 24 
TC No. 67. 


and 


IRS auditor fails to prove claimed de- 
ductions. Taxpayer, an office auditor in 
the Collector’s office, was denied in part 
claimed deductions for charitable con- 
tributions, tax payments, and interest. 
She also failed to prove she contrib- 
uted more than half of the support of 
claimed dependents. The cost of a pat- 


ent search, and of a desk and lamp 
purchased for her office (though she 
was not required to do this), constituted 
capital investments and could not be 
expensed. Sachs, TCM 1955-182. 


BAD DEBTS 


No deduction for debt, worthless at 
creation. Taxpayer, a lawyer, had been 
counsel for a client who had held many 
receiverships. He was unable to make 
distributions out of a particular estate 
and taxpayer to protect his reputation 
advanced over $27,800 in 1939. The 
court disallows a claimed bad debt in 
1948 when the client died leaving no 
estate. The debt was worthless when 
created because the debtor had no 
funds and was not expected to repay. 
Moorshead, TCM 1955-215. 


No bad debt for advances to corpora- 
tion used to benefit relative. A nonbusi- 
ness bad debt loss was denied for money 
advanced by taxpayer to a controlled 
corporation to purchase property. The 
property was then transferred to tax- 
payer’s relative for no consideration 
other than her assumption of the mort- 
gage. The corporation gave no note or 
security for taxpayer's advance and 
there was no provision for interest and 
no date fixed for payment. Oliphant, 24 
TC No. 85. 


Commissioner reasonable in requiring 
bank to use own experience in comput- 
ing bad debt reserve. In granting banks 
an election to use the reserve method 
for bad debts, the Commissioner re- 
quired an electing bank, if it had been 
in existence for twenty years, to use 
its own experience in computing its 
twenty-year moving-average ratio. The 
taxpayer had changed ownership and 
management during its last twenty 
years and had adopted a more liberal 
(and more risky) credit policy. It 
wished to use the experience of an 
affiliated bank which had been under 
this new management and ownership 
for the entire period. The Court found 
the Commissioner’s requirement, that 
it use its own experience, reasonable. 
First National Bank of La Feria, 24 
TC No. 48. 


Loss on shareholder's advance to min- 
ing syndicate nonbusiness. The cases 
of two stockholders are consolidated 
here. They were a building contractor 
and a geologist who made advances to 
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a mining syndicate in which they were 
shareholders. The advances were held 
to be loans and not capital investments. 
The initial corporate capitalization was 
based on an accepted formula thought 
to be sufficient to operate the mine. 
The loss on nonpayment could be taken 
only as a nonbusiness bad debt. Neither 
was in the business of lending money. 
Janssen, TCM 1955-192. 


Stockholder has business bad debt on 
payments as guarantor of corporate 
loan. In order to obtain financing for 
a motion picture to be produced by his 
corporation, taxpayer was required by 
the lending institutions to increase his 
capital investment in the corporation 
from $14,000 to $25,000, and per- 
sonally to guarantee completion of the 
picture with his own funds. Taxpayer 
advanced the required $11,000, and 
later, under his guaranty of completion 
advanced an additional $53,000. The 
$11,000 was held to be a contribution 
to capital and did not give rise to a bad 
debt; the $53,000 constituted a busi- 
ness bad debt which became worthless 
in the taxable year. The court found 
this commitment to advance funds to 
complete picture put taxpayer in the 
business of financing, at least for this 
transaction. Schaefer, 24 TC No. 71. 


No deduction for brother's debts paid. 
Taxpayer voluntarily assumed and paid 
off his brother’s debt to a friend. The 
Tax Court holds he cannot deduct the 
payment as a bad debt. Evidence indi- 
cated taxpayer knew at the time of 
payment that his brother would never 
pay him back, and he never made any 
real effort to make his brother pay. 
Lewis, TCM 1955-197. 


WHAT IS INCOME 


Transferees for value taxed on life in- 
surance proceeds. Taxpayers purchased 
from their father policies on his life for 
the cash surrender value. The Tax Court 
holds the children taxable on the excess 
of the insurance proceeds over their cost 
even though a portion of the insurance 
proceeds may have been included in 
the estate of the insured as transfers 
made in contemplation of death. Bean, 
TCM 1955-195. 


Continuation of salary payments to 
widow is a gift. Taxpayer, a widow, 
received payments from 
family drug corporation in continuation 


voluntary 
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of the salary of her husband, its presi- 
dent. The court holds them to be gifts 
not includible in her gross income. 
Haskell, TCM 1955-196. 


Wages of sin is taxable income. In up- 
holding deficiencies based on a net 
worth computation, the Tax Court re- 
jected taxpayer's testimony that she had 
accumulated a cash hoard of some 
$7,000 at the beginning of the period 
or that some $2,500 a year she received 
from a man was a gift “in contempla- 
tion of marriage.” These amounts which 
constituted the greater portion of the 
unreported income, were held to be 
compensation. The 25% penalty for 
failure to file returns was upheld, but 
the fraud penalty was set aside; the 
Commissioner did not prove the failure 
to file wilful. Blevins, TCM 1955-211. 


Public Power unit taxable; its income 
did not “accrue” to state in year no divi- 
dend was paid. The Omaha Public 
Power District owned all the stock in 
taxpayer which derived all of its in- 
come from a public utility. Taxpayer 
sought to come under Sec. 116 (d) 
of the 1929 Code which exempted from 
tax income derived from any public 
utility and accruing to any political 
subdivision. The court holds that tax- 
payer’s income did not “accrue” to the 
political subdivision because no divi- 
dends were declared. Actually the sub- 
division received taxpayer’s income by 
sale of the taxpayer’s stock but this, 
the court holds, does not qualify tax- 
payer for the exemption. Western Iowa 
Power Co., DC Nebr., 6/14/55. 


Grandchildren taxed on gift-stock in- 
come, though in parent's name. A 
grandparent made a bona fide gift of 
stock to his minor grandchildren; how- 
ever, the stock was registered in the 
parents’ name because under state law 
the minor grandchildren could not take 
title in their own names. Dividends and 
gain on the sale of the stock are tax- 
able to the grandchildren as the bene- 
ficial owners. (See comment in Sept. 
issue, 3 JTAX 160). Rev. Rul. 55-469. 


Decedent's claim pending at death is 
taxable income to estate when received. 
The taxpayer estate received an award 
for a patent infringement claim which 
was in process of litigation at the date 
of decedent’s death. The award was 
income in respect of a decedent includ- 
ible in the estate’s return when received. 


October 1955 


The service stated “any award received 
by the estate will be for income losi 
by the decedent during his lifetime 
from the exploitation of his patent 
rights.” He commenced the action to 
recover his loss which at the date of 
his death was in process of litigation. 
It cannot be said that he did not have 
a “right to receive” an award of com- 
pensation for his lost income merely 
because his claim was still in dispute 
at the time of his death. Any judgment 
entered in favor of his estate will be 
in recognition of his claim that he had 
a “right to receive” such award. If the 
decedent had lived and received the 
judgment it would have been taxable 
to him.” Rev. Rul. 55-463. 


Net renegotiation refunds are computed 
on assessed tax. Upon renegotiation and 
determination of excess profits, the con- 
tractor is required to refund only the 
net profit after tax. The tax credit is 
generally based on the assessed tax. 
However, if the Service is aware that 
there is doubt that an outstanding as- 
sessment will be paid, credit is based 
on taxes paid. Rev. Rul. 55-474. 


BASIS QUESTIONS 


Inventory and receivables acquired tax- 
free from a cash basis stockholder are 
not an addition to capital. Inventory 
and receivables were transferred from 
a cash-basis proprietor to the taxpayer 
corporation in a_ tax-free transaction. 
The corporation took the individual’s 
basis of zero; therefore there was no 
addition to equity invested capital for 
excess profits tax purposes. Conant Ma- 
chine, TCM 1955-170. 


Bank’s basis for property foreclosed 
prior to 1952 is fair market value. The 
basis of real property acquired by a 
mutual savings bank at a foreclosure 
sale prior to 1/1/52, at which time the 
bank was exempt from tax, is the fair 
market value at date of acquisition 
Rev. Rul. 55-434. 


Basis of property received for notes for 
services is its value, not face of notes. 
Taxpayer in 1932 received 18 lots from 
a Florida real estate corporation in can- 
cellation of $36,000 of notes it had 
issued to him for construction services. 
For purposes of determining gain or loss 
on sale of the lots in 1948, the basis of 
the lots was not $36,000, but the fair 
market value at the time of their re- 


ceipt. However, a taxpayer may not take 
a loss in connection with an income 
item unless such item previously has 
been reported as income. The taxpayer 
offered no evidence of its treatment of 
the $36,000 of notes. The Commis- 
sioner’s basis of $350 per lot is accepted. 
Vodner, TCM 1955-218. 


No gain on sale for notes with no mar- 
ket value. Taxpayer in 1947 sold his 
pharmacy for notes which could not be 
negotiated for 18 months. The court 
holds they had no fair market value and 
were not the equivalent of cash; they 
did not represent taxable income in that 
year. Kaufman, TCM 1955-213. 


OTHER CASES 


The commencement of fiscal year of net 
operating loss and not year of actual 
occurrence controls period of carryover. 
Corporations beginning business in 
1946 or 1947 can carry over a loss for 
a “taxable year beginning after 12/31/ 
46” for three years instead of two. The 
taxable year, however, must commence 
after 12/31/46. Taxpayer, a new corpo- 
ration, had a net operating loss for its 
first fiscal period from 9/6/46 to 8/31, 
47; it could not carry over this loss to 
the third succeeding year even though 
the loss was actually sustained after 
12/31/46. House-O-Lite Corp., 24 TC 
No. 79. 


War loss attributable to a business is 
a net operating loss. Taxpayer, a Hun- 
garian national resident alien, claimed a 
war loss in 1942 for rental properties 
and a jewelry business he owned in 
Hungary. The court holds he can carry 
forward the war loss as a net oper- 
ating loss attributable to a trade or 
business previously engaged in. How- 
ever, a war loss for unsold jewelry kept 
in a bank vault and office safe with in- 
structions that they not be sold or dis- 
posed of until his return was not closely 
connected with his former business. 
That loss was not a business operating 
loss. Schwarcz, 24 TC No. 82. 


Cost of farm allocated to assets pur- 
chased. Taxpayer paid a lump sum for 
a fully equipped farm. The court, in the 
absence of any agreement as to proper 
allocation, allocated the purchase price 
among land, improvements, equipment, 
and stored crops on the basis of their 
relative fair market values at time of 
acquisition. McGregor, TCM 1955-223. 
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TAX STRATEGY NEWS OF THE REVENUE SERVICE 


Effective tax procedures 


EDITED BY MARTIN M. LORE, LL.B. 


No need to issue 90-day letter for defi- 
ciency offset by carryback. Taxpayer 
tried to avoid interest on a deficiency 
completely offset by a carryback by ar- 
guing that the Government had never 
properly assessed the deficiency. No 90- 
day letter ever was sent. The court re- 
jected this, holding that a determination 
was made by the Commissioner’s adop- 
tion of the agent’s report showing an 
increased liability even though no pay- 
ment of tax was due because of loss 
carryback. No 90-day letter was re- 
quired; the Commissioner was not at- 
tempting to collect and assess a defi- 
ciency. The taxpayer already had con- 
sented to the increased tax liability by 
signing a waiver. Since there was no 
reason to assess the deficiencies, interest 
assessed and collected inde- 
pendently. Hastings and Co., Inc., 
CA-3, 7/12/55. 


can be 


Commissioner finally yields; he will 
allow interest to assessment on overpay- 
ment credited against deficiency. The 
IRS has prescribed a change in policy 
and will allow interest on an overpay- 
ment credited against a deficiency up 
to date of assessment of the deficiency 
[t will charge interest on that part of 
the deficiency offset by an overpayment 
from the date of notice and demand to 
the date the credit is scheduled. Here- 
tofore, the interest period on overassess- 
ments terminated on the date to which 
interest was charged on the deficiency 
even though such date may have been 
prior to the date of the assessment. Rev. 
Rul. 55-485. 


General agent must report commissions 
paid to soliciting agents. A general agent 
of an insurance company must file an- 
nual information returns with respect 
to all soliciting agents who are under 
contract to him and who receive $600 
or more annually. Rev. Rul. 55-522. 


Indicted taxpayer can inspect admis- 
sible Government documents only while 
under indictment for tax evasion. Tax- 
payer sought to subpoena records in the 


CPA 





Government's possession relative to 
business transactions between him and 
others, as well as written statements 
given by named persons to the Govern- 
ment. The court denied the broad re- 
quest for records relative to business 
transactions with others as being in the 
nature of a “fishing expedition.” It also 
denied taxpayer's request for written 
statements of prospective witnesses on 
the ground that whether they would be 
admissable in evidence depended on 
whether the Government calls the de- 
clarants as witnesses and whether oral 
testimony contradicts the statements. 
Brown, DC IIl., 3/24/55. 


Corporate returns signed by the sole 
officer properly filed. Taxpayer filed 
corporate returns (under the 1939 
Code) signed by the president alone. 
The returns were properly executed; 
the president was in fact the only cor- 
porate officer. Wootan, TCM 1955-191. 


Returns were fraudulent; no time limi- 
tation on transferee liability. Generally, 
assessments against transferee must be 
made within four years. Here, the tax- 
payers, assessed as transferees by stipu- 
lation, acknowledged the transferor’s 
fraud. Therefore, as in all fraud cases, 
there is no limitation of time. One as- 
serted transferee was found by the court 
to have received title to the property 
transferred prior to the transferror’s in- 
solvency and was therefore not liable. 
However, others who received property 
gratuitously while the transferror was 
insolvent, were held liable to the extent 
of the value of the property received. 
Smith, TCM 1955-183. 


Interest due on deficiency met by carry- 
back, though carryback was claimed be- 
fore deficiency arose. Taxpayer argued 
that although the Supreme Court has 
ruled that interest on a validly assessed 
deficiency is not abated when the de- 
ficiency itself is abated by a net operat- 
ing loss carryback, this case neverthe- 
less is distinguishable on the ground 
that the carry-back was claimed here 
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before the deficiencies were discovered. 
The court could see no reason why a 
taxpayer who claims a carry-back be- 
fore his prior deficiencies are discovered 
should have any advantage over one 
who does not claim a carry-back until 
after the deficiency is determined. 
Hastings and Co., Inc., CA-3, 7/12/55. 


Nonrecognition of transfer of partner- 
ship interest for previous year is no bar 
to reconsideration of issue for taxable 
year. In a previous case involving the 
same taxpayer for a prior taxable year, 
the Tax Court, affirmed by the Circuit 
Court, found that taxpayer failed to 
prove that he made a bona-fide transfer 
of his interest in a partnership to his 
daughter. In this case involving the 
same issue, i.e. whether the daughter 
was a bona fide partner, the Tax Court 
refused to consider what was decided 
in the prior decision saying it was barred 
by collateral estoppel though it did not 
specifically find that facts and the law 
the same in both years. The Circuit 
Court reversed however, on the ground 
that the facts in the later case may be 
different and taxpayer should be per- 
mitted to prove a change, if any, to de- 
termine whether the facts and the ap- 
plicable law are the same in both years. 
Alexander, CA-5, 8/2/55. 


Can't, in later year, relitigate taxability 
of trust income to donor. In a prior pro- 
ceeding trust income was held taxable 
to the beneficiaries. The issue there in- 
volved the same parties, trusts, and 
agreements, but different years. The 
doctrine of collateral estoppel by judg- 
ment applies, reconsideration on the 
merits is barred. The income is taxable 
to the beneficiaries. Flato, TCM 1955- 
216. 


IRS to publish new series 
of *“‘Revenue Procedures” 


THE INTERNAL REVENUE SERVICE inau- 
gurated in August a new series of pub- 
lications called “Revenue Procedures” 
—an extension of the Revenue Rulings 
series heretofore published. Henceforth 
the number Revenue Rulings published 
will be confined to questions of sub- 
stantive taxation; procedural matters 
will be dealt with in the “Procedures.” 
The “Procedures” will replace pub- 
lished Mimeographs, Circulars, and 
other releases relating to IRS manage- 
ment matters, and hereafter these will 
no longer be published. % 
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The common law of taxation: a guide 


in evaluating the merit of a tax plan 


by GEORGE W. ERICKSEN 


There is a common law of federal taxation, and it is important to the practitioner 


in advising his client as to whether a given program is likely to win judicial 


approval. This author suggests that our best tax practitioners grow too conserva- 


tive, partially from a want of sufficient attention to this common law of taxation 


T Is AXIOMATIC that there is no federal 
general common law. The axiom is 
misleading, however, unless the em- 
phasis is placed on the word “general”; 
for in every field of law into which the 
Federal Government has entered to per- 
form a national function a body of rules 
and principles, a sort of judicial fungus, 
has attached itself to the main trunk 
of the congressional enactment. It prob- 
ably does not matter whether we call 
this body of rules and principles a 
“common law” or by some other name. 
Judicial dealing with statutes results in 
a substantial amount of judge-made law, 
some as an incident of interpretation or 
definition and some that might be more 
properly classified as judicial legisla- 
tion. In federal tax law the judicial 
embellishment bears a strong resem- 
blance to the common law, not only as 
we understand it today but as Lord 
Coke and his contemporaries summed 
up and restated it out of the judicial 
decisions of the English courts of the 
thirteenth to fifteenth centuries. 
Judicial statements of the strict ac- 
countability of the citizen to his govern- 
ment in tax matters are commonplace. 
The homily of Mr. Justice Holmes that 
“men must turn square corners when 
they deal with the Government” has 
been echoed in the more recent pro- 
nouncement of Judge Learned Hand 
that “he who deals with the govern- 
ment must dot his i’s and cross his t’s; 
and if he assumes that he may rely 


upon the ordinary rules which apply 
as between individuals, he is doomed 
to disappointment.” 

The purpose of this analysis is neither 
historical nor theoretical. A very practi- 
cal problem is presented. We must liti- 
gate tax cases, and we must advise tax 
clients. We cannot do so unless, to 
some degree, we can prognosticate the 
bases on which courts will decide tax 
cases. 

How can you advise your client? 
The current attitude on the part of tax 
counsel is probably super-conservative. 
We have seen so many good tax 
schemes go wrong in the past several 
years that we are afraid to advise our 
clients to make reasonably necessary 
business transactions. The more we 
practice, the more we learn, the more 
cautious we are likely to become. What 
is worse, some of us air our fears in 
public; and these ultrapessimistic com- 
ments encourage the Commissioner to 
greater efforts; he keeps trying cases 
which he should never have had a 
chance to win. 

A critical analysis of the way courts 
do approach tax cases may point the 
way courts should go, whether they go 
that way or not. The objective should 
be to eliminate the tax practitioner's 
present role as handicapper in a tax 
race between the taxpayer and the 
government. That the best we can do 
today is merely to quote the odds on a 
tax gamble is unfortunate. Taxpayers 


deserve better treatment from their 
counsel—and from their government as 
well. 


STATUTORY INTERPRETATION 


Rules of construction 


First, problems or rules of solution 
that relate purely to statutory construc- 
tion should be isolated. We sometimes 
refer to their growing complexity, but 
that is no new problem. An attorney 
schooled in the complexities of patent 
law made the following comment on 
the 1913 ancestor of our present code: 

“Though many millions of copies of 
its full text have been printed and pub- 
lished and examined, during the four 
months of its statutory existence, it is 
not probable that twenty men in the 
world understand it even now.” 

That this situation has not improved 
significantly should not require cita- 
tion, and the following supporting quo- 
tation is added merely because it 
happens to have been penned by 
Learned Hand, a supporter of the 
“square corners” doctrine: 

“In my own case the words of such 
an act as the Income Tax, for example, 
merely dance before my eyes in a mean- 
ingless procession: cross-reference to 
cross-reference, exception upon excep- 
tion—couched in abstract terms that 
offer no handle to seize hold of—leave 
in my mind only a confused sense of 
some vitally important, but successfully 
concealed purport, which it is my duty 
to extract, but which is within my 
power, if at all, only after the most in- 
ordinate expenditure of time. I know 
that these monsters are the result of 
fabulous industry and ingenuity, plug- 
ging up this hole and casting out that 
net, against all possible evasion; yet at 
times I cannot help recalling a saying 
of William James about certain passages 
of Hegel: that they were no doubt 
written with a passion of rationality; 
but that one cannot help wondering 
whether to the reader they have any 
significance save that the words are 
strung together with syntactical correct- 
ness.” 

Adding together, we get this prin- 
ciple: Men must turn square corners 
on the taxation road, even though the 
route is poorly charted and the road 
signs and signals are inadequate, or 
even misleading. 


The role of the common law 


The principles and rules of the inter- 
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pretation of statutes are a part of the 
common law. Taxing statutes are sub- 
ject to the same rules of construction 
as ordinary statutes, such as those of 
pari materia and associated words and 
phrases. And they are subject to the 
general principles of statutory construc- 
tion. There are, nevertheless, some rules 
of statutory construction peculiarly ap- 
plicable to tax cases, one of which has 
produced wheels within wheels, i.e., 
construing revenue legislation against 
the government. 

Historically the primary rule of tax 
statute construction was that a statute 
imposing must be construed 
strictly against the government and in 
favor of the taxpayer. That is still a 
rule that is applicable in state and local 
taxation and in some minor phases of 
federal taxation. But the Congress very 
cleverly drew the income, estate, and 
gift tax statutes to take advantage of 
another—and an offsetting—rule. It pur- 
ported to tax gross income, the gross 
estate, and all gifts and transfers for 
an inadequate consideration; and then 
permitted certain deductions, exemp- 
tions, and exclusions. To take advan- 
tage of these deductions, exemptions, 
and exclusions, however, the taxpayer 
must fall squarely within them. They 
are to be construed strictly against the 
taxpayer and for the government. 

Thus the Congress completely legis- 
lated the historical attitude toward tax- 
ing statutes out of existence; and it took 
the courts until 1951 to temper the wind 
—ever so slightly, and in language only 

to the shorn lamb. In Lykes v. United 
States, (343 U.S. 118), decided against 
the taxpayer, the Court recognized 
that “[d]eductions from an individual’s 
taxable income are limited to those 
allowed by §23. Their extent depends 
upon the legislative policy expressed in 
the fair and natural meaning of that 
section.” This departure from the rule 
of strict interpretation had been ad- 
vocated by Mr. Justice Black in his dis- 
senting opinion in McDonald v. Com- 
missioner, (323 U.S. 57): 

“Taxation on net, not on gross, in- 
come has always been the broad basic 
policy of our income tax laws. Net in- 
come may be defined as what remains 
out of gross income after subtracting 
the ordinary and necessary expenses in- 
curred in efforts to obtain or to keep it” 

The rule of fair and natural construc- 
tion makes considerable sense; and it 
should be adopted more forthrightly by 
the courts, thus eliminating from the 


taxes 
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field of taxation a double-barreled 
cannon of construction that it likely to 
fire indiscriminately from both ends. 


Purpose test 


If the courts should move out of the 
tests of strict or liberal construction 
they would probably give greater 
weight to the test of “statutory purpose,” 
defined by Sutherland: 

“... a reasonable construction of all 
tax measures should be preferred. Em- 
phasis belongs upon the general ob- 
jectives of such laws with the view 
to accomplishing uniformity and 
equality among the class of persons 
sought to be taxed.” 

This problem of statutory purpose 
becomes acute when it results in a 
superiority of context over text. Perti- 
nent examples are found in the language 
of such cases as Bazley v. Commis- 
sioner, (331 U.S. 737), “[R]ecapitali- 
zation as used in §112(g) must draw 
its meaning from its function in that 
section. Therefore, ‘recapitaliza- 
tion’ must be construed with reference 
to the presuppositions and purpose of 
§112(g).” Another example is found 
in the social security tax cases. In Bartels 
v. Birmingham, (332 U.S. 126), the 
Court found an expanded definition of 
“employee” pertinent to the purpose of 
the legislation, although the case was 
not ruled by that consideration. 

As we proliferate on the understand- 
ing of courts of the “statutory purpose” 
test we draw closer to the common law 
of taxation, using that term in a more 
refined sense. For we must answer the 
question: What is the purpose of federal 
taxation? 


BASIC JUDICIAL PRECEPTS 


We now come to the point where 
definition is most difficult—and most 
important. Many of the guide posts 
point in diametrically opposite direc- 
tions. The same rule that closes a loop- 
hole for one if con- 
sistently applied, open a bigger one 
for another. The problem is not so 
much one of uncharted routes as of an 
excess of charts—each different. 

There are a few primary proposi- 
tions. The most important one is very 
simple and very central: The primary 
object of any tax statute is to produce 
revenue. This is no new or startling con- 
cept. That this rule does not frequently 
appear in judicial decisions makes it no 


taxpayer may, 


less important for their comprehension. 
It does appear with sufficient frequency 


to warrant the assumption of its effec- 
tive application as a background factor 
in tax law generally; and its force is 
certainly recognized by taxpayers’ 
counsel. 

From that first concept there comes 
the natural corollary: If taxpayer con- 
duct is intended “solely to reduce tax 
liability,” it will fall as a tax-defeating 
transaction. 

If taxes are the object and business 
of government in revenue legislation, 
then they are not the business of the 
taxpayer. He must stick to his business 
of butchering, baking, or candlestick 
making—and let the taxes fall where 
they may. This attitude is the source 
of all of the reality tests: 

1. Is the transaction binding on the 
parties? 

2. Does the transaction have a busi- 
ness purpose? 

3. Are the separate steps in the 
transaction, although authorized by the 
statute, merely one unauthorized single 
transaction? 

4. Is the transaction merely a sham 
or camouflage? 

5. Who earns the income? Who owns 
the property? Who is the taxpayer? 
This attitude may also explain why 
these tests have not received a uniform 
and consistent application throughout 
the length and breadth of the Internal 
Revenue Code. For example, exchanges 
under Section 112(b)(5) of the 1939 
Code (transfers of property into a cor- 
poration in exchange for stock or securi- 
ties) required no “business purpose” for 
their validity as tax-free exchanges, but 
those under the reorganization provi- 
sions of the same section must meet that 
test. The explanation is probably in two 
phases: (1) The courts in the former 
case had no handy vehicle of construc- 
tion, such as finding the appropriate 
legislative intention resulting from the 
use of quasi-technical words like “re- 
organization” and “recapitalization”; 


COURTS’ RATIONALE 

“There is no problem today more 
fundamental in federal tax law than 
the rationale (or lack of it) that 
underlies the conduct of the courts in 
striking down tax avoidance devices 
and refusing to recognize business 
arrangements which meet statutory 
requirements for tax saving but 
exude an odor piscatorial.” 

Professor Rice in Judicial Tech- 
niques in Combating Tax Avoidance 
(51 Mich. L. Rev. 1021). 




















s- 


“7 


228 + The Journal of Taxation + 


and (2) the use of (1939 Code) Section 
112(b)(5) transfers as tax avoidance 
devices was seriously hampered by the 
various corporate income and penalty 
taxes, such as the personal holding com- 
pany and Section 102 taxes. Further- 
more, as soon as there was a serious 
problem of tax avoidance in which Sec- 
tion 112(b)(5) might have played a 
small part, congressional corrective ac- 
tion preceded litigation. 


No concern for equity 

There is another phenomenon in the 
use of these tests which can be ex- 
plained only with reference to the 
basic proposition that protection of the 
revenues is a primary judicial considera- 
tion: These tests will be used in aid 
of the government but not in aid of 
the taxpayer. That this may produce 
in a particular case an inequitable or 
hardship result is of no concern to the 
sovereign, interested only in maintain- 
ing the revenues. 


Judicial criticism 

This “strict law” application of tax- 
ing statutes has not prevailed without 
criticism from within the judiciary it- 
self. When a Tax Court majority has 
found a “real hardship under the facts 
of the instant case” but considered that 
it had “no power to change the law as 
minority has pleaded 
eloquently for the application of “equi- 
table principles,” particularly if the case 
involved no tax evasion purpose and 
a penalty tax was imposed. “To impose 
a penalizing tax under the circumstances 
is to penalize good faith. Congress did 
not intend . . . to bring about such a 


written,” the 


er 

If there are to be any “equitable 
principles” of tax law, we should as- 
sume that a beginning proposition 
would be: Any test, rule, or doctrine 
judicially developed solely to avoid 
tax evasion should be applied only 
when the intention to evade taxes is 
demonstrably present. Such tests or 
rules should not receive an automatic 
application to similar transactions of 
other taxpayers. 

The present predilection of the Su- 
preme Court to limit its decisions to a 
case-by-case approach has not worked 
too well in tax cases. Decisions based 
on extra-statutory judicial perception 
cannot be made without some reference 
to governing rules; and the Commis- 
sioner obviously feels compelled to ap- 
ply these rules without much attention 
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to possible factual distinctions to the 
principles behind the rules. Out of 
Commissioner v. Tower, 327 U.S. 280, 
290 (1946), came the battle slogan 
that the wife cannot be a business part- 
ner of the husband when she “does not 
share in the management and control 
of the business, contributes no vital ad- 
ditional service, and where the husband 
purports in some way to have given her 
a partnership interest”’—that is, when 
she invests no capital originating with 
her. 

In Commissioner v. Culbertson, 337 
U.S. 773 (1949), the Supreme Court 
chided the Tax Court for its applica- 
tion of the simple objective standards of 
the slogan, without regard to the ulti- 
mate subjective standards of the under- 
lying principle: whether “the parties in 
good faith and acting with a business 
purpose intended to join together in the 
present conduct of the enterprise.” 
This comes close to the adoption by the 
Supreme Court of the principle that 
we are asserting should be applied. It 
falls short by the substitution of other 
tests or slogans, such as “good faith” 
and “business purpose,” for the more 
central theme of the taxpayers’ pre- 
dominant intention to avoid taxes. 

A second equitable principle which 
naturally evolves from the first one 
would require that all equitable prin- 
ciples be equitably applied. Thus, any 
test, rule, or doctrine judicially de- 
veloped solely to avoid tax evasion 
must also be applied in the taxpayer's 
behalf to avoid unjust tax exactions. 

In dealing with the potent economic 
factors inherent in tax cases under the 
present high rates, judicial prescience 
and foresight of a high order are re- 
quired. Will rules devised to protect 
the revenues in good times continue to 
protect them in periods of recession? 
Will “strict law” rules produce such 
uncertain results that the  tax-law 
gambler has a real advantage over his 
more conservative and businesslike com- 
petitor? Such inequality in the tax 
burden is most likely to grow in a soil 
well fertilized with judicial abstrac- 
tions of application but 
phrased in vague denunciation of tax- 
savings schemes. 

It is time that tax law grew up. The 
strict-law application so appropriate in 
the rise to high taxes, and the conse- 
quent ingenious development. of tax 
avoidance schemes, should now give 
way to a more settled and mature ap- 
proach. Equitable principles, so long 


uncertain 


as they do not do violence to the words 
of the taxing statute, are more likely to 
produce an equality of the tax burden 
among taxpayers similarly situated. 
That, it would seem, should be a para- 
mount intention which could be attrib- 
uted to Congress, and one which it 
would be unlikely to disavow. w 


[Mr. Ericksen is an LL.B. and MBA 
from the University of Michigan, a 
member of the Michigan and Florida 
bars, and a partner in the Tampa 
Florida, law firm of Macfarlane, Fer- 
guson, Allison & Kelly. The foregoing 
article is an adaptation of a paper 
written for VII University of Florida 
Law Review 178.] 


Fulbright would exempt 
small corporations 


Just BEFORE Congress adjourned Sen- 
ator Fulbright (D-Ark), chairman of 
the Senate Finance Committee intro- 
duced a bill ($2673) which would 
exempt from federal income tax the 
first $15,000 of corporate income. This 
would have the effect of reducing the 
tax liability of every corporation earn- 
ing $15,000 or more by $4,500. 

Mr. Fulbright told the Senate that 
he had hoped that “the general revision 
of our tax laws passed in the last Con- 
gress would result in substantial en- 
couragement to the many smaller en- 
terprises in the nation. Unfortunately, 
the revised tax laws do not provide this 
relief and I feel a duty to point out 
the need for further revision.” He esti- 
mated that the proposal would cost 
$325 million annually in revenue. 

The political implications of this pro- 
posal are interesting. Certain Demo- 
crats have held in derision those parts 
of the 1954 Code which were passed 
with the stated purpose of “helping 
business.” The new depreciation rules, 
for example, and the late-lamented 
Sections 456 and 462 were attacked by 
Democrats as helping business at the 
expense of the small individual taxpayer. 
Were it not that Mr. Fulbright is chair- 
man of the Senate’s tax-writing commit- 
tee, this proposal might be dismissed as 
political maneuvering. 
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Treasury recommends’ withholding 


tax on cooperative’s income 


rm 


HE TREASURY DEPARTMENT is urg- 
ing the Ways & Means Committee 
to amend Section 521 and 522 of the 
1954 Code to provide withholding of tax 
on distributions by cooperatives to their 
members. The Secretary pointed out 
that Public Law 183 (1951) was in- 
tended to tax either cooperatives or their 
members on the cooperative’s income; 
however, the law hasn’t worked out that 
way: He said: 

‘Prior law had permitted coopera- 
tives to accumulate necessary reserves 
tax free. In the 1951 law the Congress 
removed the allowance for tax-free re- 
serves and provided that cooperatives 
were to be taxed on earnings at the 
regular corporate rates. However, in 
computing taxable income they were 
allowed deductions not only for cash 
distributions to their patrons but also 
for allocations made to patrons of their 
proportionate shares of the income of 
the cooperative. The allocations could 
take any of many forms, including cer- 
tificates of beneficial interest, and prom- 
issory notes with or without due dates 


or interest. 


1951 act ignored refunds 


‘In taking this action in 1951,” the 
said, “the Congress appar- 
ently relied on rulings of the Internal 


secretary 


Revenue Service that patronage allo- 
cations were taxable to patrons when 
made, regardless of their form. Accord- 
ingly, the 1951 Act made no specific 
reference to the taxability of refunds in 
the hands of patrons. Congress appar- 
ently assumed that the rulings of the 
Internal Revenue Service were valid, 
that cash refunds would be _ taxable 
currently to the patrons in full, and that 
non-cash allocations, in whatever form, 
also would be taxable currently to the 
patrons at face amounts. 

“It thus was intended in 1951 that 
the cooperative income should be tax- 
able as it was earned either to the co- 
operative itself, or to its members. Such 
income was to be taxable to the co- 
operative as a corporation unless paid 
in cash or otherwise allocated as pa- 
tronage refunds, in which cases it was 
assumed to be taxable to the patrons or 
members. 

“However, several courts now have 


held that when allocation certificates 
issued to patron-members have no fair 
market value, they are not properly in- 
cludible in the taxable income of the 
patron-members when issued. Notwith- 
standing the non-taxability of these 
allocations to the members, they remain 
currently deductible by the cooperative 
under the clear terms of the 1951 Act. 
It therefore is possible for cooperatives 
to take current tax deductions for cer- 
tificates which are nontransferable, 
nonredeemable, and non-interest bear- 
ing, and not taxable to anyone. Coop- 
eratives thereby may retain earnings, 
for indefinite periods of time, with no 
liability for income tax by either the 
cooperative or its members. Thus, the 
1951 Act has failed to accomplish its 
purpose and contrary to Congressional 
intent, in at least some instances coop- 
eratives may retain earnings with no tax 
imposed on them or their members. 


Methods of making deductions 


“The general plan of the 1951 legis- 
lation, to tax all income from coopera- 


‘tives’ operations as it is earned either 


to the cooperative or to its patron- 
members, might now be made effec- 
tive by appropriate action of Congress 
in the following manner. 

“It could be provided that coopera- 
tives could take deductions in comput- 
ing their taxable income only for (a) 
cash distributions and (b) non-cash al- 
locations issued in such form or under 
such circumstances as would make them 
currently taxable to the patron-members 
receiving them, and (c) the amount 
deductible by the cooperative _ itself 
should not exceed the amount so cur- 
rently taxable to patron-members. 

“This would not interfere with the 
proper function or financing of coop- 
eratives, but would make it certain that 
all income is taxed in one place or the 
other as it is earned. The traditional 
handling of cooperative affairs would 
not be impeded. 

“Some difficulties are involved in re- 
quiring patron-members to pay tax cur- 
rently on non-cash allocations. Where 
the patron-member gets no cash distri- 
bution, he may not have funds to pay 
the tax. The Internal Revenue Service 
has received numerous complaints from 


individual patron-members who object 
to paying tax on non-cash allocations. 
Many people naturally consider only 
cash receipts and expenditures in mak- 
ing their income tax returns. 

“These difficulties can be eliminated 
by the adoption of a withholding sys- 
tem comparable to that on wages and 
salaries. The tax could be withheld at 
the bottom rate for individuals (now 
20 percent). As in the case of wages 
and salaries, refunds automatically 
would be made to those entitled to them 
and additional taxes paid by those sub- 
ject to higher tax rates. Withholding-at- 
source would help both patron-members 
in payment of their taxes and the Treas- 
ury in its enforcement and administra- 
tion problems. 

“The preceding changes would im- 
plement the intent and purposes of the 
Act of 1951. They would make it sure 
that non-cash allocations would be tax- 
able, and that tax would actually be 
paid on behalf of the recipients. Fur- 
ther wholly-tax-free additions to the 
capital of cooperatives would be pre- 
vented. 

“Cooperatives still would be able to 
retain for their business use the entire 
amount of their earnings, subject only 
to the 20 percent withheld and paid 
on the tax liabilities of patron-members, 
by allocating all earnings to their patron- 
members in the form of taxable cer- 
tificates.” % 
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Brcflasional tax Prectice 


AND PROFESSIONAL AFFAIRS oF LAWYERS & ACCOUNTANTS 





How to discuss fees so client both 


understands and pays fair amount 


‘EES, to the professional practice, are 
I as vital, and as little talked about, 
as are certain physiological phenomena 
to survival of the human race. But de- 
spite lack of general discussion, a cer- 
tain enlightenment is necessary from 
time to time if individuals are to gain 
any benefit at all from the experience 
of those who have suffered ahead of 
them. 

Lawyers and accountants face dif- 
ferent problems in setting fees for tax 
work. 

While each charges his fee for either 
“legal” work, or “accounting” work, 
nevertheless what we think of as “tax 
practice” is included within each of 
these two areas. So setting and dis- 
cussing a fee for tax work must 
necessarily be done within the tradi- 
tions and special necessities of each 
professional group. 

We have recently seen discussion of 
this important question by a representa- 
tive of each profession. Below is a dis- 
cussion by F. Clyde Lambert, a CPA 
and partner of Peat, Marwick, Mitchell 
& Co., in Memphis, who considers ne- 
gotiations with clients over fee matters. 
Next month we will present a discussion 
by J. Adrian Rosenburg, a partner in 
the Jackson, Michigan, law firm of 
Rosenburg, Painter & Davidson, who 
will analyse the determination of 
lawyer’s fees. 

Mr. Lambert’s observations follow. 


The CPA’s fee negotiation 


“What should I tell my client when 
he says my fees are too high?” This is 
a troublesome problem that every ac- 
countant in public practice has to face 
from time to time. 

The setting of fees and negotiation 
of their acceptance is a most important 
phase of a public practice. When clients 


or prospective clients object to the size 
of your fee, you immediately have an 
argument that has to be won a fair 
amount of the time—to lose too often re- 
sults in a poorly-paid practice, or no 
practice at all. 

I am not an authority on how to win 
arguments involving fees, nor do I feel 
able to provide any sure-fire answers to 
tell clients when they say your fee is too 
high. But I will discuss an approach for 
preparing for and presenting your 
arguments in fee negotiations with 
clients. 


Four fundamentals 


The concept of this approach rests 
on four fundamentals of what, for lack 
of a better term, I shall call salesman- 
ship. They are not tricks of selling—far 
from it. They are, though, I’ve heard, 
among the prerequisites for successful 
selling and, for the same reasons, seem 
to be prerequisites to success in fee 
negotiations between practitioners and 
their clients. They are: 

1. Know your product. 

2. Believe in your product. 

3. Know your customer, or client. 

4. Present your argument effectively. 


Know your product 


We are talking here about the basic 
needs of the public the accountant 
satisfies by rendering services as a 
public practitioner. The end results of 
these services take several forms: a re- 
port and opinion on the financial state- 
ments of a business enterprise; a pre- 
pared income tax return; a system of 
accounts designed and installed; as- 
sistance rendered in the settlement of 
a disputed income tax liability; an 
opinion on the income tax consequences 
of a particular transaction. The ways 
these services may be rendered are 


almost infinite, but, whatever the form, 
some basic need has been met by the 
service rendered—this is your product 
and you can and should expect to be 
adequately compensated for it. 

It need hardly be said that, too, in 
fee discussions, you must have at your 
brain’s fingertips knowledge of the par- 
ticular engagement; the work done, or 
to be done; results obtained, or to be 
obtained; time requirements, . if that’s 
a factor; the basis, or measure, used in 
setting the fee; and the like. Also, you 
must be fully cognizant of the particu- 
lar accounting services needed by your 
client and the factors persuading you 
that your service meets these needs ex- 
actly, and no more. 

Probably the most important funda- 
mental to observe in preparing your- 
self for an argument on fees is to be- 
lieve in your product. This belief must 
be about two things: (1) that you have 
rendered good service and (2) that 
your fee is right. 

If you have rendered a technically 
sound and beneficial service, timely ex- 
ecuted with efficiency and dispatch, or 
you propose to do so, that meets or will 
meet your client’s need, you have a 
satisfactory product for which you 
ought to receive adequate compensa- 
tion. If you have doubts about the 
quality or quantity of service rendered, 
you're on weak ground, and you'd better 
admit it and seek whatever compensa- 
tion you can salvage. 

The next thing about which you must 
believe is whether you've priced your 
services right. 

Before entering into arguments about 
your fee, you’ve got to be convinced 
that the measure of your fee, such as 
time expended, is sound. If you have 
a feeling that the time charged for is 
excessive, or that your staff men are 
overclassified for fee rating purposes, 
or you have any other similar mis- 
givings, make whatever adjustment is 
necessary to get rid of these doubts. 
A pricking conscience can be a fatal 
hindrance to a forceful and convincing 
presentation of your arguments and ex- 
planations. I think these adjustments 
ought to be made before your bill is 
rendered—any concession made subse- 
quently for adjustment of the measure 
of your fee breeds a lack of confidence 
by the client in all your charges now 
and in the future. We will discuss this 
point again later. 

The other elements in your fee of 
which you must be absolutely con- 
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vinced of their fairness is the compensa- 
tion you ask for profit on your costs, 
and compensation for the professional 
skill, ability and judgment required 
to carry out the engagement as well 
as your reputation for independence 
and integrity which you lend to the 
client in many types of engagements. 
Ask any practitioner in any profes- 
sional field why he charged a particu- 
lar fee over and above his costs, and 
he'll usually not be able to give you a 
specific measurement used. However, 
he'll be positive that a lesser amount 
would be inadequate and that a greater 
amount would be too much. In short, 
he sets his fee by intuition, and I think 
this is universal in all professional fields. 
Whatever the considerations, the 
practitioner who is negotiating fees 
must be cognizant of the amount he has 
included for profit and compensation 
for professional services. They are the 
most vulnerable of all the factors be- 
cause they are so intangible and not 
susceptible of precise measurement and, 
particularly, because they rest in such 
large part on the practitioner’s own 
estimate of the worth of his service. A 
practitioner must believe that he is 
right and be prepared to stand on his 
convictions, even though they are 
intuitive and he cannot recite specific 
measurements as reasons for why he 
thinks his fee is right. Any show of 
or doubt at this point is 
usually disastrous. Remember, too, that 
on your side is the fact that many 
times laymen cannot evaluate profes- 
sional services, and they very often 
substitute the evaluation of the practi- 
tioner for their own, even though they 
think the fee high, if they have confi- 
dence in the practitioner’s judgment. 


weakness 


Knowing your client 

Knowing your client is getting at the 
root of the problem. Know why your 
client is raising the question. Keep in 
mind that the question or objection, as 
put to you, may not be indicative of 
the real cause of the client’s resistance. 
If youre going to win your argument, 
you've got to satisfy the real causes, 
not just the apparent ones. 

Use your imagination and knowledge 
of your client and of human nature to 
decide why the objection or question 
was raised. Maybe your client has a fair 
question about the measure of the fee 
for the done which 
answered directly, or maybe his real 
concern is over the amount of money 


work must be 


involved, or your evaluation of the 
worth of your professional service. He 
may be only testing your sincerity and 
belief in your stand, or he may be just 
plain penurious and difficult to deal 
with. 

A resolution of the inquiry may lie 
in explaining a technical point in exami- 
nation procedures, in explaining your 
fee structure in general, in convincing 
him of the worth and need for your 
service, in building up a justification in 
his mind for supporting his authoriza- 
tion of the fee in the minds of the board 
of directors, or in just plain being more 
difficult than an obstinate client. 

Make sure that you know the real 
reason that the question or objection 
was raised, and don’t waste your efforts 
in argument over superficial and incon- 
clusive points. 


Present your argument effectively 


In preparing the case for your fee, 
consider all of the pertinent facts, your 
intuitive convictions that your fee is 
fair and proper, the probable real cause 
of your client’s resistence, and then 
prepare the argument that in your judg- 
ment will answer the client’s question 
right. Present your case firmly, force- 
fully, and positively, with all the con- 
viction of rightness that you feel, and 
in whatever manner you think will drive 
home your arguments. This, again, 
calls on your knowledge of human 
nature, psychology, and your particular 
knowledge of your client’s individual 
characteristics. Many people are more 
talented than others in this regard, but 
any of us can have a pretty high level 
of achievement using just plain com- 
mon sense. Above all, don’t let your- 
self get into a muddled argument in 
which you combine _half-formed 
thoughts with emotions that make you 
seem unsure of yourself and the fair- 
ness of your fee. 

One argument is used very effectively 
by most practitioners in fee negotiations. 
After more tangible factors have been 
cleared and there’s still resistence, put 
the question of your fee to the test 
of the confidence your client has in 
your professional ability, your profes- 
sional judgment as to the scope and 
extent of the work required, and your 
professional judgment of a fair fee for 
the services rendered. Lay right on 
the line the fact that any client must 
have confidence that his professional 
accountant will serve him capably, that 
he'll charge for as much work as is 
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required and no more, and that he'll 
ask a fair fee for his services and no 
more—and that, when a client doesn’t 
have this confidence in his accountant, 
he’d better seek his accounting services 
elsewhere. This willingness to subject 
your contentions to this test indicates 
your conviction that you are arguing 
from a position that would be judged 
fair to all in the eyes of impartial ob- 
servers. This is a strong position, and 
this show of strength will command 
respect and serve to reassure a client 
with wavering doubts or who can’t 
make up his own mind. 

I have observed that it is often fatal 
to client confidence to make nonspecific 
concessions in settlement of a protested 
fee. More than one has said that the 
practitioner knew the fee was too high 
and was just trying to take him for as 
much as he could. Needless to say, that 
client uses other accountants the next 
time. 

If your client is adamant in his belief 
that your fee is too high, he may simply 
not think your services are worth as 
much as you think they are. If you 
don’t want to sue for your fee, maybe 
the best you can do is to tell the client 
you have no basis for reducing your 
charges and you'll accept in settlement 
whatever the client thinks fair. Make 
it plain, though, that you'll not be 
satisfied even though you accept a 
smaller fee. That’s merely another posi- 
tive way of indicating your conviction 
that you're absolutely sincere in your 
belief that your charges are fair. Very 
often, you'll get the full amount of 
your charges if the client is merely 
testing your sincerity. If you receive 
less, charge the difference off to a bad 
situation and forget it. What you do 
about accepting future engagements 
from a client who underrates your 
worth, I'll not comment on for obvious 
reasons. 

So, in answer to the question “What 
to tell a client when he says your fees 
are too high,” at best, I would say, 
you can have a troublesome occasion 
at hand. But if you know all your facts, 
the real reason for the complaint, believe 
in yourself, and, prepare and present 
well an argument that you think in your 
best judgment will get at and satisfy 
the source of the complaint, you'll find 
these occasions to be not so trouble- 
some, and you'll both maintain a more 
satisfactory fee level and have a more 
satisfied clientele that believes your 
charges are right. % 
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The case for the Georgia-type tax on 


interstate commerce measured by income 


by FRED L. COX 


Georgia’s corporate income tax is alleged by some to be an illegal tax on interstate 
commerce. The manner in which this type of tax operates, and the reasons 
why it is believed sound and justifiable, are outlined here by the director of 
Foreign Corporation Income Taxes, State of Georgia. A reply, outlining objections 


to this type of tax, appears on page 238. 


1 EORGIA PRESENTLY has several cases 

A pending in the Superior Court of 
Fulton County, the first of which was 
filed by Stockham Valves & Fittings 
Inc.,! Alabama,  espe- 
cially intended to test the Federal con- 
stitutional validity of the Georgia law 
as amended in February 1950, effective 
for the calendar year 1949 and taxable 
periods ending thereafter. The case was 


Birmingham, 


filed in March this year, and has not 
come up for hearing, even in the lower 
court. 

Georgia has had in recent years some 
income tax cases testing the age-old 
question of “doing business,” which 
were decided by the Georgia Supreme 
Court, but the cases were applicable 
only to the law in effect prior to 1949. 
Following the decision of the lower 
court in the case of Dan River Mills,* 
the Georgia clearly ex- 
pressed itself as to what is “doing busi- 


Legislature 


ness” in Georgia, in the case of a corpo- 
ration engaged in Georgia as was Dan 
River Mills. The lower court decision 
in this case stated that the legislature 
in seeking to impose “a tax on the in- 
come of a foreign corporation intended 
to tax income from property owned in 
this state and income from _ business 
carried on and earned by transactions 
concluded in this state, and did not 
intend to tax all business activities of 
the foreign corporation or isolated inci- 


dents in a business transaction in this 
state, or where all the transactions are 
interstate, to tax the income from them 
because they originated in this state. 
Until the Legislature plainly shows an 
intent to tax such transactions a court 
should not by construction extend the 
statute, though the result reached 
would not offend Federal or state con- 
stitutional prohibitions.” Dan River 
Mills was followed by the cases of 
U.S. Tobacco Company® and Schenley 
Industries, which the courts did not 
distinguish from that of Dan River 
Mills. 


Definition of “doing business” is new 
The Georgia law in effect prior to 
1949 did not contain a definition of 
“doing business” for income tax pur- 
poses, and the taxpayers in these cases 
sought judicial interpretation. The 
court’s opinions relied entirely on deci- 
sions, the tax incidence of which was 
wholly different from a net income tax. 
In fact, the effect of the decisions was to 
hold that a foreign corporation not doing 
business for a Georgia privilege tax, 
was not doing business for the Georgia 
income tax. The court totally ignored 
the distinction in the legal effects and 
economic consequences of different 


types of taxes. The former tax prevents 
the business from being done until the 
tax is paid and that without regard to 


profit; the latter cannot prevent the do- 
ing of business and there is no tax 
unless there is a profit. The former is 
regulatory and is so intended; the latter 
is nonregulatory with no designs on the 
commerce. In the former, Congress has 
the power of veto over the state; in the 
latter the state is supreme. The line of 
demarcation is clear but, it seems to me, 
the court arbitrarily exercised judicial 
prerogatives at the expense of con- 
stitutional authority and 
consequences. 


economic 


The Georgia tax is not a property, 
personal, or privilege tax, nor one with 
similar constitutional limitations; but a 
net income tax as unique and distinct in 
character as a capitation tax. It is not a 
tax imposed on the procedural steps 
necessary to a completed transaction 
but a tax on the net profit resulting from 
the transaction. The procedural steps, or 
activities, are merely contributing fac- 
tors for measuring the income to be 
taxed—not the subject of the tax. How- 
ever abundant the activities, there is no 
tax unless there is profit, and the tax is 
never large unless the profit is large and 
the activities extensive—not merely “iso- 
lated incidents.” 

If the court construed the business ac- 
tivities of a foreign corporation within 
the state as mere “isolated incidents,” 
which accounted for sales to customers 
in Georgia of approximately $45,000,- 
000 from 1938 to 1948 inclusive, and 
from which the foreign corporation rea- 
lized a net profit of more than $5,000,- 
000, then it was high time for the 
legislature to express in no uncertain 
terms, as it did in February 1950, an 
intent to tax income from such “isolated 
incidents.” 

Certainly business of this volume, 
yielding such profits, could hardly be 
called “isolated.” 

The concluding sentence quoted from 
the decision in Dan River Mills is signifi- 
cant. The court clearly implied, if 
indeed did not so state, that if the 
legislature had plainly showed an intent 
to tax income from activities and sources 
within the state, even though of an 
exclusively interstate character, the re- 


sult reached would not offend Federal 


1 Stockham Valves & Fittings Inc. v. Williams, 
Com. of Revenue 

2 Redwine v. Dan River Mills Inc. 207 Ga. 381; 
61 S.E. 2d771 

8 Redwine v. U.S. Tobacco Co. Inc. 209 Ga. 725 
* Redwine v. Schenley Industries Inc. 210 Ga. 769 
5 Spector Motor Service Inc. vy. O’Connor, 340 
U.S. 602 

* Hopkins Federal Savings ©& Loan Assn. v. 
Cleary, 296 U.S. 315; United States v. William 
M. Butler et al, Receivers of Hoosac Mills Inc. 
297 U.S. 1; Rickert Rice Mills Inc. v. Fontenot, 
297 U.S. 110 and related cases; Schechter v. 
United States, 76 F. 2d 617. 
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or state constitutional prohibitions. In 
February 1950, following the decision 
of the court, the Georgia Legislature 
plainly expressed an intent to so tax 
such income when, for purposes of the 
Income Tax Act, it enacted the follow- 
ing definition of “doing business”: 

“The tax imposed by this law shall 
apply to the entire net income as herein 
defined, received by every corporation, 
foreign or domestic, owning property or 
doing business in this State. Every such 
corporation shall be deemed to be doing 
business within this State if it engages 
within this State in any activities or 
transactions for the purpose of financial 
profit or gain, whether or not such 
corporation qualified to do business in 
this State and whether or not it main- 
tains an office or place of doing busi- 
ness within this State and whether or 
not any such activity or transaction is 
connected with interstate or foreign 
commerce.” (Section 92-3113, Code of 
Georgia ) 

Whether this Act of the Georgia 
Legislature is valid is a question to 
which Stockham Valves & Fittings Inc. 
has directed its recent attack. 


Georgia is “favorable climate” 


In a bulletin circulated in June 1954 
by the instigators of the Stockham suit, 
soliciting contributions to a slush fund 
sufficient to defray expenses of the suit 
through the court of last resort, it was 
implied that Georgia was 
selected for the legal test because of its 
favorable judicial atmosphere. 
Regardless of the opinion of the Na- 
tional Industrial Council that Georgia 
is “best suited to the legal test,” it is 
appropriate at this time to reaffirm the 
belief of the Department of Revenue 
that the Georgia law is valid and to 


strongly 


more 


assign some reasons for that belief. 


Primary question in Stockham case 
The primary and supreme question 
presented in the Stockham suit is 
whether the states have delegated to 
Congress the sole power to impose a tax 
directly upon net income derived from 
exclusively interstate commerce. With- 
out such delegation by the states the 
power is still resident in the states for 
the power to tax is inherent® in the 
states. The Federal Government is one 
delegated and enumerated 
powers and the powers not enumerated 
are not delegated. Any assumption by 
the Federal Government of powers be- 
yond those enumerated in the Constitu- 


of only 


tion is flagrant usurpation and is un- 
constitutional. _ 

It is a primary and fundamental prin- 
ciple of law, and it is universally recog- 
nized that if a statute includes some- 
thing to be affected by it, everything 
else is excluded. This principle of affir- 
mation and negation is peculiarly pres- 
ent in the 9th Amendment to the Fed- 
eral Constitution, as follows: “The 
enumeration in the Constitution of cer- 
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tain rights, shall not be construed to 
deny or disparage others retained by 
the people.” 

The 10th Amendment to the Consti- 
tution provides: “The powers not dele- 
gated to the United States by the Con- 
stitution . . . are reserved to the States 
respectively, or to the people.” 

In the ratification of the Federal 
Constitution and the amendments 

(continued on page 235) 


A practical solution for problems arising 


from state taxation of interstate commerce 


by MARTIN SAXE and LLOYD D. KEIGWIN 


So long as uniformity in state taxation is a hopeless prospect we should adopt some 


compromise measure that will let commerce know what its state tax burden is, 


without endless litigation and administrative wrangling. The Georgia-type tax 


carries us farther from, not closer to, a workable kind of state taxation. The follow- 


ing article is a comment on Mr. Cox’s explanation of the Georgia tax (page 232). 


\IGHT YEARS and eight courts were 
E taken up advancing the course of 
the Spector case (concerning a Con- 
necticut tax upon the franchise of this 
motor truck business engaged exclu- 
sively in interstate commerce) to a final 
U.S. Supreme Court denial of state tax 
in 1951.1 Harmony of all earlier deci- 
sions in this field is hardly expected and 
clearly defined answers to present day 
problems are limited largely to the spe- 
cial facts of particular decided cases. 

A fundamental purpose of the com- 
merce clause was to inhibit the states 
from competing with one another for 
economic advantages through their in- 
herent taxing powers. The very origin 
of the nation as a federation of states is 
to be found in the Congressional power 
to regulate interstate commerce. As Mr. 
Justice Stone well said: “The commerce 
clause and the wise interpretation of it, 
perhaps more than any other contribut- 
ing element, have united to bind the 
several states into a nation.”” 

Wrote Mr. Justice Rutledge on the 
application of the commerce clause in 
its role of accommodating the nation’s 
interests: 

“The commerce clause has been by 
no means perfect in its application and 
administration. Some large blunders 
there have been; others no doubt will 
be. But on the whole the clause has 
accomplished its great objective. From 


the disunited states of 1786, which inter- 
state trade barriers had created, has 
grown the United States of 1946. No 
small part of that growth has been due 
to the effects of the commerce clause 
and its administration. Perhaps no other 
constitutional provision has played a 
greater part. 

“That part must continue if the na- 
tion would remain great and democratic. 
A balkanized America today would be 
vulnerable to attack from without and 
would be unequal to maintaining our 
people within. Our dream comprehends 
something more than a subsistence level 
of living. For tomorrow as for yester- 
day, it can be realized only by giving 
the commerce clause its originally in- 
tended application.” 

Mr. Cox discusses Georgia law in re- 
lation to the Georgia Income Tax Act. 
That part of the Georgia Income Tax 
Law defining “doing business” was re- 
written by the 1950 Georgia Legislature 
to cover in activities or transactions for 
profit whether or not the corporation is 
qualified in Georgia, whether or not it 
maintains an office or place of doing 
business in Georgia and whether or not 
the transaction is connected with inter- 
state or foreign commerce.* Promotional 
1 Spector Motor Service vy. O’Connor, 340 U.S. 
602, 614. 

214 A.B.A.J. 428, 30 (1928) 


% Rutledge, “A Declaration of Legal Faith,” 72, 73 
(1947). 
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activities resulting in shipment of 
goods or receipts from customers in 
Georgia come within the regulation.® 
Now comes the Stockham case® filed 
in the Superior Court of Fulton County, 
Georgia, to test this income tax law, 
contending that its in-state activities: 
“were merely for goodwill purposes 
and did not constitute intrastate activi- 
ties within the reach of income taxa- 
tion. Its employees in the state furnish 
technical information to customers, en- 
courage sales, and perform miscellane- 
ous other services. The company charges 
that any attempt to tax activities of this 
nature contravenes the commerce clause 
and clause of the USS. 


due process 


Constitution.”* 


The Georgia point of view 

The Georgia administrative point of 
view of state income taxation of inter- 
state commerce is presented in this 
light: The net income tax is not a prop- 
erty, personal or privilege tax, nor one 
with similar constitutional limitations, 
but a tax unique and distinct in charac- 
ter. The exaction is dependent upon a 
profit and never large unless the profit 
is large and the activities extensive. The 
incidence of the tax is directly upon 
net income. This Georgia view finds 
Georgia has possessed the inherent 
power to levy and collect such a tax 
from the time of the inception of our 
Federal Government and, not having 
delegated this power to Congress to 
impose a tax directly upon net income 
derived from exclusive interstate com- 
merce, the state may now constitution- 
ally do so. Accordingly the state may 
also define the term “doing business” to 
include the performance of any activi- 
ties within the state and there is only 
the question whether the income thus 
taxed was reasonably attributable to 
sources within the state. In the case of 
a net income tax, “the state is supreme,” 
it is urged. 

Rejoinders to this view ask this ques- 
tion: Has the Supreme Court ever held 
that a state can, in the absence of intra- 
state activity, levy a nondiscriminatory, 
fairly apportioned net income tax on 
wholly interstate commerce business?”® 

In his recent work “State Taxation of 
Interstate Commerce” Professor Hart- 
man? finds: 

“Thus, taxes on ‘net’ income have 
withstood an assault on commerce 
clause grounds. In Memphis Natural 
Gas Co. v. Beeler [315 U.S. 649, 656 
(1942)] Chief Justice Stone, speaking 
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for the Court, again made it clear that 
a tax imposed on net income is permis- 
sible when he stated: ‘In any case, even 
if taxpayer’s business were wholly inter- 
state commerce, a nondiscriminatory 
tax by Tennessee upon the net income 
of a foreign corporation having a com- 
mercial domicile there . . . or upon net 
income derived from within the state 

. is not prohibited by the commerce 
clause. es 

But Professor Hartman adds that in 
the Spector case Mr. Justice Burton 
noted (p. 609): 

“The decision in Memphis Gas Co. v. 
Beeler, 315 U.S. 649, upheld a Ten- 
nessee tax on earnings of the taxpayer 
within that State where the earnings 
were derived from the intrastate distri- 
bution of gas by the taxpayer in a joint 
enterprise with the Memphis Power & 
Light Company. Any suggestion in that 
opinion as to the possible validity of 
such a tax if applied to earnings de- 
rived wholly from interstate commerce 
is not essential to the decision in the 
(Italics added) 

If a tax levied “on” exclusive inter- 
state commerce net income were to be 
upheld when a tax levied on exclusive 
interstate business “measured by” net 
income has been stricken down, we 
should find that, economic consequences 
of each tax being about the same, the 
outcome would be a hardship on several 
types of interstate business activity. 


” 
case. 


The national point of view 


Let us look now at the subject from a 
national standpoint. In McCulloch v. 
Maryland,!° Chief Justice Marshall 
wrote that the states are without power 
to tax the operations of federal instru- 
mentalities. In the later case of Brown 
v. Maryland,'' Marshall applied the 
state “failure of power doctrine” to state 
taxation of interstate commerce. 

Concurrent with the Commerce 
Clause is the Due Process Clause of the 
Fourteenth Amendment in state taxa- 
tion of multistate business, also func- 
tioning as a restriction on state taxing 
power and serving to keep state taxing 
power within the limits of the tax- 
ing state. Due process involves the pro- 
tection or benefits which the taxing 
state gives to the taxpayer, for which 
the tax is imposed and is thus a basis 
of taxing jurisdiction. 

When a state taxing statute in its 
practical operation and effect takes 


more than a fair share of the base of 
the tax on multiple business both the 


Commerce and Due Process Clauses are 
violated. When due process in taxation 
meets extraterritoriality, the Commerce 
Clause is also usually complied with. 


Allocation formula not practical 


The suggested remedy of income al- 
location by an agreed formula between 
the states embodied in a compact ap- 
proved by Congress is too difficult of 
accomplishment. 

“It is unlikely, however, that any real 
uniformity will ever be attained by in- 
terstate cooperation. Many if not most 
states can always be counted on to take 
the position that ‘although uniformity 
is desirable it should be attained by the 
process of amending other state laws to 
conform with theirs.’ Efforts’ toward 
interstate cooperation should always be 
encouraged, but hope cannot be held 
out for any startling results. 

“Congressional action will be success- 
ful in promotion to the extent to which 
it interferes with state autonomy in the 
matter of taxation. The basic problem, 
as pointed out earlier is the existence of 
independent taxing jurisdictions with no 
compulsion towards uniformity.”?2 


A practical solution offered 


As the present Supreme Court takes 
the practical view that a state can 
regulate some phases of interstate com- 
merce but cannot tax it, a realistic ap- 
proach to the resulting problems is 
timely. For the field of interstate com- 
merce merchandising, consideration of 
the Holzman plan is offered. Inciden- 
tally the plan is a step in the direction 
of balancing the Federal Budget. 
Originated by Dr. Robert S. Holzman, 
Professor of Taxation at the Graduate 
School of Business Administration of 
New York University, this plan in its 
modified form is described as follows: 

The taxation of interstate commerce 
merchandising should be left entirely to 
the Federal Government under the 


4 See Section 92-3113, Code of Georgia. 

5 Georgia Reg. Sec. 92-3113(a) CCH Georgia 
Tax Service par. 10-208. 

® Stockham Valves & Fittings Inc. v. 
Nos. A48097, 8. 

7 Prentice-Hall, All States, Report Bulletin #2, 
July 13, 1955, p. 4. 

5 “Interstate Commerce and a State’s Right to 
Revenue: A rejoinder,” by Reuben Clark, Jr., in 
Taxes, April 1952, p. 263. 

See also “Interstate Commerce and a _ State’s 
Right to Revenue” by Fred L. Cox, in Taxes, 
Jan. 1952, p. 25. 

See in addition “How Can the States Tax Inter- 
State Commerce” by Frank A. Sinon, in Taxes, 
Nov. 1954, p. 914. 

® Paul J. Hartman, Vanderbilt University, Dennis 
& Co. (1953) p. 64. 

104 Wheat. 316 (1819). 

1112 Wheat. 419 (1827). 

12 “Substance” v. ““Form” of Commerce Clause, 
Prof. Edward L. Barrett, Jr., University of Pa. 
Law Rev., Vol. 101 No. 6, April 1953, p. 740, 
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Commerce Clause which. gives the 
Federal Government the sole right to 
regulate commerce between the states, 
if availed of. 

As to the mechanics of this, Federal 
statute should provide that interstate 
commerce merchandising be subject 
exclusively to Federal taxation. 

In practice, no state (or political 
subdivision) would be permitted to use 
the net income from interstate com- 
merce merchandising transactions as a 
base for taxation. Such shipments across 
state lines could not be taxed, directly 
or indirectly, by the states. Where a 
state formula is used to apportion taxa- 
ble income or receipts, interstate mer- 
chandising sales would be eliminated 
from both the numerator and the de- 
nominator of the formula. Allocation of 
receivables, according to place of receipt 
of order or place of receipt of mer- 
chandise without reference to the inter- 
state character of a transaction would 
not be permitted. 


Results of the plan 

Exclusive Federal taxation of inter- 
state commerce merchandising would 
have the following results: 

|. Multiple incidence of taxation of 
interstate transactions would be 
avoided. 


such 


2. Escape from imposition of any tax 
commerce would be 
avoided. Today there are many transac- 
tions that avoid all taxes, to the great 
detriment of purely intrastate shipments 
that are taxed. 


on interstate 


3. Uniformity, the real objective of 
Federal regulation of interstate com- 
merce, would be achieved. 

1. There would be avoided the tend- 
ency of creating artificial diversions of 
income from one state to another in 


[Senator Saxe and Mr. Keigwin are 
members of the New York Bar and 
authors of numerous articles in the field 
of taxation. Senator Saxe was first presi- 
dent of the New York State Tax Com- 
was formerly Assistant 
Corporation Counsel-in-Charge of the 
Bureau for the Collection of Arrears of 
Personal Taxes of the Law Department 
of the City of New York; member of 
the Committee on Taxation in the New 
York State Senate; special counsel to the 
Attorney-General of New York in the 
New York City franchise tax litigation; 
and Chairman of the Committee on 
Taxation of the New York State Consti- 
tutional Convention of.1915 and 1938.] 


mission. He 


order to have sales assigned to states 
with low or non-existent taxes or those 
with “easy” administrative practices. 

As a result of exclusive Federal taxa- 
tion of interstate commerce merchandis- 
ing, states and their political subdi- 
visions could not in any way use an 
interstate merchandising sales transac- 
tion as a measure of taxability. A state 
could not assess its tax upon the pro- 
portion of the total income of a particu- 
lar firm that is taxable in the state ac- 
cording to a formula that makes inter- 
state merchandising sales a factor. 


Compensatory benefits to states 


How would the states recoup their 
loss of revenue resulting from this 
elimination of taxing interstate com- 
merce merchandising or utilizing inter- 
state transactions to apportion total in- 
come? Consider the major non-prop- 
erty taxes employed by the states, to 
wit: income, sales, gasoline, motor 
vehicle, tobacco, death, alcoholic bev- 
erages. Under the instant proposal the 
Federal Government would release to 
the states certain of these taxing areas 
now occupied by the Federal Govern- 
ment, that is, the Federal Government 
would relinquish collectively to the 
states sufficient of those areas of taxa- 
tion to make up for the states’ loss on 
interstate commerce taxation. 

The states would not be losers under 
this plan. The gainers would be busi- 
nesses that carry on interstate trade, for 
it would then be possible to ascertain 
the tax cost of a particular transaction 
without arguing (perhaps for years) 
about how many states may tax a trans- 
action. The cost of overlapping taxes 
and the considerable cost of contesting 
them would be saved to interstate busi- 
nesses. The saving could be reflected in 
lower costs to consumers. 

How much more complicated must 
the state taxation of interstate com- 
merce transactions become for us to 
comprehend that, as Barrett says, “A 
complete solution of the 
ment problem can come only as a result 
of Congressional action.” 

The recent report of the Eisenhower 
Commission on Intergovernmental Re- 
lations initiates the establishment of a 
plan for national-state-local govern- 
ment relationships. 

Partial separation of tax sources is 
desirable in connection with the mod- 
ernization of state tax systems which 
the Eisenhower Commission will stimu- 
late. w 


opportion- 
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thereto, the states delegated certain 
powers to the Federal Government to 
the extent and to the extent only, enu- 
merated therein. In Hodges v. U.S.,7 
the United States Supreme Court said: 
“The powers not delegated to the 
United States by the Constitution . . 

are reserved to the states respectively. 
. .. Notwithstanding the adoption of the 
18th, 14th and 15th Amendments to 
the Federal Constitution, the National 
Government still remains one of enumer- 
ated powers and the 10th Amendment 

. is not shorn of its validity.” 

As touching taxation, where in the 
Federal Constitution have the state dele- 
gated exclusive powers to Congress? In 
Article 1, Section 8 of the Constitution, 
it is provided: “The Congress shall have 
the power to regulate commerce 
with foreign nations, and among the 
several states... .” 

The powers here delegated to Con- 
gress are regulatory, and the Supreme 
Court has repeatedly held them to be 
exclusive. However, it must be noted 
here that if the state tax is nonregula- 
tory, it is not affected by this provision 
of the Constitution, and thus not in 
violation of the so-called commerce 
clause. The state’s power to impose a 
tax not restrained by the Constitution 
is absolute and supreme.® 

A state tax, the incidence of which 
is directly upon the commerce itself or 
the privilege to engage in the com- 
merce, may impede the free flow of 
commerce between the states by exact- 
ing all or more than all of the profits de- 
rived from the commerce, and there- 
fore is repugnant to the commerce 
clause. Such a tax is regulatory and 
clearly distinguishable from a tax the 
incidence of which is only upon the 
net profit derived from the commerce 
and which at most can affect the com- 
merce only remotely, since it takes 
only a part of the profit, exacts no tax 
unless there is a profit, and cannot ren- 
der the commerce unprofitable. 


Similarity to federal income tax 


The incidence of the Georgia income 
tax is directly upon net income and is 
identical in character with the federal 
income tax, which has nothing whatso- 


7? Hodges v. U.S. 203 U.S. 1 

8 Low v. Austin, 13 Wall. 29; McCulloch v. 
Maryland, 4 Wheat. 316; Ashton vy. Cameron 
County Water Improvement Co. 298 U.S. 513; 
Shaffer v. Carter, 252 U.S. 37 

® Ward v. Maryland, 12 Wall. 418 
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ever to do with the regulation of com- 
merce. Georgia has possessed the in- 
herent power to levy and collect such 
a tax from the very inception of our 
federalism. In Ward v. Maryland® the 
Supreme Court said: “Power to tax for 
state purposes is as much an exclusive 
power in the state as the power to tax 
for the general welfare of the United 
States is in Congress.” 

In the case of McCulloch v. Mary- 
land,’!® the Supreme Court said: “The 
power of taxation possessed by the 
states was not abridged by the grant of 
a similar power to the Federal Govern- 
ment but such powers are to be con- 
currently used by the two governments.” 

Here I wish to invite attention to the 
fact that while each state of the Union 
from the date it became a state has 
possessed the power to impose a tax 
directly upon net income, the Federal 
Government did not possess such power 
back to the 
states on the basis of population™ until 
ratification by the states of the 16th 
Amendment to the Constitution. By rati- 


without apportionment 


fication of this Amendment, the states 
did not abrogate their right to impose a 
like tax but only granted the Federal 
Government the right? to its concur- 
The 
power by the adoption of the amend- 
ment nor did the power granted the 
Federal Government include the right 
to interfere in the affairs in which only 
rightly 


rent use. states surrendered no 


the people of a state are 
concerned. 

Thus, where the states have not dele- 
gated to Congress the sole power to im- 
pose a tax directly upon net income de- 
rived from exclusively interstate com- 
merce, they may constitutionally do so. 
By the same power the state may define 
the term “doing business” for purposes 
of the tax to include the performance 
of any activities within the state, the 
net income attributable to which from 
sources in the state, the state will tax 
on a nondiscriminatory basis. As far as 
any constitutional issue is concerned, 
in the case of a tax directly upon net 
income, there is only the question of 
whether the income to be taxed was 
attributable — to 
within the state, be the source a busi- 
activity or any other income- 
producing factor within the state. 


reasonably sources 


ness 


Powers of legislature 

A state legislature possesses broad 
powers to define those activities or con- 
ditions within its own borders which 
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shall constitute “doing business” and 
unless the legislature in the exercise of 
its powers grossly disregards the facts 
of economic life, the courts have indi- 
cated no likelihood of interfering with 
legislative discretion. The principle of 
broad legislative discretion is well recog- 
nized by the United States Supreme 
Court in the cases of General Trading 
Company,'* International Shoe Com- 
pany,'4 and West Publishing Com- 
pany.!® The economic force of these de- 
cisions has not been impaired by refer- 
ence or lack of reference to them by the 
court in subsequent decisions, the argu- 
ment of those who resist such a concept 
to the contrary notwithstanding. 

So, in the matter of the Georgia test 
cases, the court should not be con- 
cerned with the question of whether 
the state had a right of control over the 
foreign corporation or the right to pre- 
vent it from doing business within the 
state or the right to regulate such busi- 
ness if done in the state, for the Georgia 
tax is nonregulatory. This is not a li- 
cense or franchise tax for the privilege 
of doing business; but a tax only on the 
net income from activities carried on, 
and on which a franchise or license 
tax, if due, would have already been 
paid and deducted from the gross in- 
come. The absence of control or right 
of regulation by Georgia over a foreign 
corporation does not prevent the corpo- 
ration’s presence'® in the state for pur- 
poses of a tax directly upon the net 
income from sources within the state—a 
tax clearly within the state’s power to 
impose. 


The due-process question 

This leaves only for the court’s con- 
sideration the question of due process 
—the field of which is quite narrow. 
Did the state possess the power to 
impose such a tax and was the income 
on which the tax is sought to be levied 
reasonably attributable to sources and 
activities within the state? If so, the 
income itself would support jurisdic- 
tion and due process’? would be af- 
forded by adequate notice to the cor- 
poration. The validity of a tax of this 
character does not depend upon the lo- 
cation of a commercial or statutory dom- 
icile nor the presence of corporate offi- 
cers, but on the place where the 


activities are performed which produce 
the income on which the tax is imposed. 

In concluding the constitutional as- 
pects of this discussion, I want to say 
with / all the emphasis language will 


convey that the Federal Constitution or 
the laws of Georgia do not provide, nor 
ever were intended to provide, a tax- 
free sanctuary to foreign corporations 
engaging in activities within the state, 
whether or not the activities or the in- 
come therefrom are connected with ex- 
clusively interstate commerce. 

A review of Supreme Court decisions 
touching interstate commerce and due 
process has persuaded me that a major- 
ity of the courts in recent years have ad- 
hered to the principle of the incidence 
of the tax, and where the incidence of 
the tax is directly upon net income,!§ 
in contrast to a tax merely measured by 
net income, the incidence of which is 
not directly thereon, the court will not 
interfere with state procedures. In fact, 
there is no constitutional basis for such 
interference, no more so than there is 
for a municipality to interfere in the 
private affairs of a home within its 
borders. Where the incidence of a state 
tax is such as only remotely to affect the 
free flow of commerce between the 
states or to affect only indirectly the 
profits therefrom, it is without the pur- 
view of Federal powers to interfere 
with state prerogatives. But many there 
be who will not so have it, as the 
confusion continues to pyramid. 

The frustration of the state appellate 
effort to reconcile the 
legal niceties of Supreme Court deci- 
sions as touching interstate commerce 
and due process, has provided the pub- 
lic with an atmosphere of total confu- 
sion. The solution to such a bewildering 
labyrinth of state confusion is not to be 
found in the abundance of Supreme 
Court decisions rendered on the sub- 
jects, nor in the promise of those to be 
the future. The solution 
can come only from a compact of uni- 
formity between the states with the 
consent of Congress. ¥ 


courts, in an 


rendered _ in 


10 McCulloch v. Maryland, 4 Wheat. 316 

11 Pollock v. Farmers’ Loan & Trust Co. (1895) 
U.S. 425 

'2 McCulloch v. Maryland, 4 Wheat. 316; Ward 
v. Maryland, 12 Wall. 418 

18 General Trading Co. v. 
322 U.S. 335 

14 International Shoe Co. v. Washington, 324 


State Tax Commission, 


15 West Publishing Co. v. McColgan, 166 P. 
2d861, Per Curiam 328 U.S. 823 

16 International Shoe Co. v. Washington, 324 U.S. 
310; Carmichael v. Southern Coal & Coke Co. 
301 U.S. 495; International Harvester Co. v. 
Kentucky, 234 U.S. 579, and cases cited. 

17 Tanza v. Susquehanna Coal Co. 115 NE 915; 
Equitable Life Society v. Pennsylvania, 238 U.S. 
143; Stewart Machine Co. v. Davis, 301 U.S. 548, 
Hoopeston Canning Co. v. Cullen, 318 U.S. 3138, 
and cases cited in 14 above 

18 U.S. Glue Co. v. Oak Creek, 247 U.S. 32 
Spector Motor Service v. O’Connor, 340 U. 
602; Memphis Natural Gas Co. v. Beeler, 315 
U.S. 649; McGoldrick v. Berwind-White Coal 
Mining Co. 309 US. 833; Wisconsin v. J. C. 
Penney Co. 311 U.S. 435; West Pub. Co. v 
McColgan, 166 P. 2d. 861 
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TAXATION OF 


Partnerships 


EDITED BY ROBERT M. MUSSELMAN, LL.B., CPA 





1954 Code makes essential proper 


formal partnership agreement 


r IS SHOCKING to discover how many 
legal and accounting partnerships 
exist without formal partnership agree- 
ments. Considering how serious are the 
tax considerations which depend upon 
the agreement it seems foolhardy in the 
extreme for such firms to let a day go 
by without drawing an agreement with 
a keen and knowledgeable eye on the 
1954 Code. Similarly, old agreements 
should be reviewed for the same pur- 
pose. 

What goes for your own firm’s situa- 
tion applies even more so for partner- 
ship clients. All partnerships should be 
reviewed to see that an adequate agree- 
ment exists with respect to the 1954 
Code. 

Arthur B. Willis, of Los Angeles, 
chairman of the committee on taxation 
of partnerships, Section of Taxation, 
Association, has pre- 
pared a warning® to lawyers to alert 
them to the need to review all clients’ 
agreements (or absence of same), and 
to take suitable steps to see that an 


American Bar 


instrument is drawn at once which will 
protect the partners against unforseen 
tax complications. He says the follow- 
ing, in part: 

In light of the income tax provisions 
of the Internal Revenue Code of 1954 
applicable to partners and partnerships, 
no general lawyer can fairly and prop- 
erly disclaim responsibility for the in- 
come tax consequences of partnership 
agreements that he drafts. The 1954 
Code places great emphasis upon the 
terms of the partnership agreement, 
and important tax consequences flow 
from the inclusion or omission of cer- 
tain matters. On six occasions, the 1954 
Code refers to the “partnership agree- 
ment” as determining the tax treatment 


* See Journal of American Bar Association, 
November, 1954. 


of partnership transactions. The lawyer 
who drafts a partnership agreement 
must assume responsibility for tax con- 
sequences that are dependent upon 
that agreement. 


Contribution of property 

Take the case of Mr. Jones. He goes 
to Mr. Barrister, his general attorney, 
and tells him that he is about to invest 
$10,000 in cash in a partnership busi- 
ness with Mr. Smith. Mr. Smith will 
contribute certain real property to the 
partnership at an agreed valuation of 
$10,000. The partnership profits are to 
be shared equally. Mr. Barrister pre- 
pares a “routine” short and simple part- 
nership agreement. One month after 
the partnership is formed, the partners 
decide to move the business to another 
location. They find a purchaser who 
buys the real property for $10,000 cash. 

Shortly thereafter, the partnerships 
taxable year is closed and a partnership 
return is prepared. Mr. Jones is startled 
when he discovers that the partnership 
return shows a gain of $9,000 from the 
sale of the real property and one-half of 
that amount, or $4,500, is reflected as 
being taxable to him. He insists that this 
cannot be right. He points out that, had 
there been no partnership transactions 
other than the sale of the real property, 
the partnership assets following the sale 
would consist of $20,000 cash, of which 
he would be entitled to $10,000, the 
amount he originally invested in the 
partnership. Mr. Barrister agrees with 
the logic of Mr. Jones’ contention, but 
decides to investigate further. 

It develops that Mr. Smith had paid 
only $1,000 for the real property. It had 
appreciated in value by $9,000, so that 
the fair market value was $10,000 at 
the time it was contributed to the part- 
nership. Belatedly, Mr. Barrister studies 
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the partnership provisions of the 1954 
Code. He discovers that under Section 
723 the partnership’s basis for comput- 
ing depreciation or gain or loss on the 
sale of contributed property is the cost 
(with certain adjustments) of that prop- 
erty to the contributor. Therefore, even 
though the real property came into the 
partnership at an agreed valuation of 
$10,000, the partnership’s basis for in- 
come tax purposes was only $1,000. 
When the partnership subsequently sold 
the property for $10,000, it realized a 
taxable gain of $9,000. 

Section 704(c) (1) of the 1954 Code 
provides that the taxable gain or loss on 
the sale of property contributed by a 
partner shall be allocated among the 
partners in accordance with the partner- 
ship agreement. In this instance the 
partnership agreement provided that all 
profits or losses were to be divided 
equally between Mr. Jones and Mr. 
Smith. Mr. Barrister is forced to the con- 
clusion that Mr. Jones must pay income 
tax on his distributive share ($4,500) 
of the partnership taxable gain, even 
though he received no economic benefit 
from the sale of the real property for 
$10,000. 

Mr. Barrister pursues his study of the 
1954 Code and discovers that Mr. Jones 
need not have realized any taxable gain 
from the sale of the real property con- 
tributed by Mr. Smith, had the partner- 
ship agreement contained an appropri- 
ate provision. Section 704(c) (2) pro- 
vides that the partnership agreement 
may allocate solely to the contributing 
partner the tax consequences of the 
difference between his cost of the prop- 
erty and the value at which it was con- 
tributed to the partnership. If the part- 
nership agreement had so_ provided, 
upon sale of the property the $9,000 
difference between Mr. Smith’s $1,000 
cost and the $10,000 valuation at which 
it was contributed to the partnership 
would have been allocated solely to 
Mr. Smith. Since the taxable gain was 
$9,000, the entire amount of that gain 
would have been taxable to Mr. Smith 
and Mr. Jones would have had no tax- 
able gain. All this could have been, if 
the partnership agreement had only so 
provided. 


Payments to a retiring partner 


Any carefully drafted partnership 
agreement will contain some provision 
for payments to a retiring partner or to 
the executor or heirs of a deceased part- 
ner. In the past it has been extremely 
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difficult to determine which part of the 
payments is the purchase price for the 
capital investment of the retiring or 
deceased partner and which part is a 
distribution of a continuing interest in 
partnership profits. The 1954 Code 
makes it clear that control of the tax 
incidents of such payments lies in the 
terms of the partnership agreement. 

Under Section 736(b), payments 
made to liquidate the capital interest of 
a retiring or deceased partner are con- 
sidered as being the purchase price of 
his interest. Such payments do not re- 
duce the amount of partnership profits 
taxable to the continuing partners. As 
to the retiring or deceased partner, gain 
or loss is recognized only to the extent 
that the money paid to him exceeds the 
basis of his partnership interest. 

Frequently, however, the partners 
agree that payments should be made to 
a retiring or deceased partner in excess 
of the amount required to liquidate his 
capital interest in the partnership. Such 
payments may be for his interest in the 
good-will or going-concern value of the 
partnership. Often such payments are 
in the nature of mutual insurance for 
the benefit of a deceased partner. It is 
with respect to this class of payments 
that the partnership agreement deter- 
mines the tax consequences. 

If the partnership agreement provides 
that these extra payments are for the 
retiring or deceased partner’s interest 
in good-will, they are treated as part 


of the amount paid in liquidation of his 


interest in the partnership. As 


previ- 
ously noted, this requires the continu- 
ing partners to report as taxable income 
the full amount of the partnership’s in- 
come, without reduction for the pay- 
ments to the retiring or deceased part- 
ner. 

On the other hand, the payments to 
the retiring or deceased partner may be 
made to constitute taxable income to 
him, thus reducing the amount of part- 
nership income taxable to the other 
partners. If this is the desire of the 
partners, all that is required is to omit 
any specification that the payments are 
for an interest in partnership good-will. 

If the continuing partners are in a 
relatively high income tax bracket, they 
will want as much as possible of the 
payments to a retiring or deceased part- 
ner to be treated as his distributive 
share of partnership income. Any pay- 
ments thus treated will be fully taxable 
to the retiring or deceased partner and, 
to that extent, the taxable income of 
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the remaining partners will be de- 
creased. Conversely, it would be to the 
selfish interest of the retiring or de- 
ceased partner to have these payments 
constitute the purchase price of his 
interest rather than distributions of 
partnership income. 

The important point is this: Once it 
is realized that control of the taxability 
of the payments to the retiring or de- 
ceased partner lies in the provisions ot 
the partnership agreement, an arrange- 
ment can usually be worked out to the 
mutual satisfaction of all partners. For 
example, it is likely that the continuing 
partners would be willing to pay a 
considerably greater amount over a 
number of years to the retiring or de- 
ceased partner, if such amounts were 
considered as distributions of partner- 
ship income, thus reducing their own 
taxable income. The retiring partner, or 
the successor in interest of the deceased 
partner, may be in a much lower in- 
come tax bracket than the continuing 
partners, so that the taxability of the 
distributions may not be as much of a 
detriment to him as it is an advantage 
to the continuing partners. Having this 
range within which to bargain, one can, 
by an intelligent approach to the part- 
nership agreement, work out a plan of 
payment which will balance the income 
tax factors to the mutual advantage of 
the continuing partners and the retir- 
ing or deceased partner. 


Revising previous agreements 

There are varying effective dates for 
the different provisions dealing with 
the taxation of partnerships. (Section 
771.) The provision dealing with the 
distributive shares of taxable gain or 
loss on the sale of property contributed 
by a partner is effective only for a 
partnership taxable year beginning after 
December 31, 1954. However, if prop- 
erty contributed prior to that date is 
sold after the effective date, the new 
provision will apply. In the example 
discussed in the first section of this 
article, the partnership may have been 
formed several years ago. However, if 
the property contributed by Mr. Smith 
is sold after the effective date, and if 
the partnership agreement does not 
specifically cover the point, Mr. Jones 
will be taxable on a $4,500 gain when 
the partnership sells the property. 

Where property was contributed by a 
partner and is still owned by the part- 
nership, it may be desirable to have an 
amendment to the agreement specifi- 


cally dealing with the allocation of tax- 
able gain upon the sale of that property. 
It is just as important to amend existing 
partnership agreements to obtain the 
maximum tax advantage from such pay- 
ments as it is to properly draft a new 
one. 


Distribution in liquidation 


A partnership transaction which has 
commonly been thought to involve no 
tax implications is the distribution of 
partnership property in the retirement 
of the interest of a partner, or a dis- 
tribution in complete liquidation of the 
partnership. There has been a tendency 
to regard the whole problem as one of 
determining values of the various prop- 
erties to be distributed, so that each 
partner receives a distribution propor- 
tionate to his interest in the partnership. 

Under the 1954 Code, there are 
definite tax implications in the distribu- 
tion of property in the liquidation of a 
partner's interest. This is particularly 
true if the partnership has unrealized 
receivables or inventory with a value 
substantially in excess of cost. (Section 
751.) In such a situation a distribution 
of property to a retiring partner, other 
than a distribution of his pro-rata in- 
terest in all partnership assets, is con- 
sidered as a sale by the continuing part- 
ners of their interests in the distributed 
property in exchange for the interest of 
the retiring partner in the remaining 
partnership properties. 

Take the case of White, Black, and 
Brown who are engaged in the ranch- 
ing business. The partnership assets 
consist of the following: 


Basis Value 
Cash $15,000 $15,000 
Ranch 6,000 9,000 
Cattle -0- 12,000 
Total $21,000 $36,000 


Each of the partners has a basis of 
$7,000 for his partnership interest. 
White wishes to retire from the partner- 
ship. It is agreed that White will take 
the cattle which are valued at $12,000 
in satisfaction of his partnership interest. 
In this situation, Black and Brown will 
be considered to have sold to White 
for $8,000 their two-thirds interest in 
the cattle inventory and they will have 
a total ordinary income of $8,000 from 
the transaction. White, the retiring 


partner, will be considered to have sold 
his one-third interest in the ranch and 
he will have a $1,000 taxable gain on 
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that transaction. Thus, all of the part- 
ners will realize taxable gain on the dis- 
tribution of the cattle in retirement of 
White’s interest in the partnership. 
Perhaps the distribution of the cattle 
to White is the only practical way to 
retire his interest. However, if the at- 
torney were acquainted with the part- 
nership provisions of the 1954 Code, it 
might be possible to work out a distri- 
bution to White which would not result 
in taxable income to all the partners. At 
least, the partners are entitled to be 
forewarned of the tax consequences of 
the proposed distribution to White. * 





Alleged partners were really employees. 
An alleged partnership between tax- 
payer, his brother, and an employee, 
was not recognized; notes given by the 
brother and the employee for their in- 
terest in the business were never paid, 
earnings were never paid, earnings were 
never distributed to them, they received 
regular salaries, and taxpayer on his tax- 
return reflected his net income from the 
business as a_ sole _ proprietorship. 
Wootan, TCM 1955-191. 


Partner-creditor acquired partnership 
assets on dissolution as surviving part- 
ner and not as a partnership creditor. 
Upon the death of his partner in 1949, 
taxpayer, under local law, elected to 
purchase his deceased partner’s interest 
in the security brokerage business at ap- 
praised value. Taxpayer then proceeded 
to collect the assets and pay the debts 
of the dissolved partnership, retaining 
the inventory of securities (which had 
depreciated in value) in satisfaction of 
his claim against the partnership as a 
creditor. In the final return of the part- 
nership it claimed a loss on the securi- 
ties as transferred at market value in 
payment of debt. The court held it had 
distributed the partnership assets to the 
surviving partners in complete dissolu- 
tion without gain or loss. The court in- 
terprets his action as an election to pur- 
chase decendent’s interest as a surviving 
partner not as a creditor. Lincoln, 24 
TC No. 76. 


Tax Court should have made finding of 
base period salary for partners for in- 
come credit of successor partnership. 
Stating that the facts were not ade- 
quately developed, the case is re- 


manded to the Tax Court for it to 
include in its finding of facts a reason- 
able salary for partners, to be deducted 
from the partnership base period in- 
come. The Tax Court had determined 
a salary deduction of some $36,000 a 
year. The partnership’s net income for 
the base period, as thus adjusted, it to 
be used by a corporation which took 
over the partnership assets and is 
recognized as an acquiring corporation 
entitled to use the partnership experi- 
ence. R & J Furniture Co., CA-6, 
2/17/55. 


Family partnership not recognized as 
bona fide. A purported partnership be- 
tween taxpayer, his stepson, and _ his 
brother-in-law to operate two liquor 
stores and a drive-in restaurant was not 
recognized for tax purposes. Although 
a partnership agreement required each 
to contribute $5,000, taxpayer was the 
only one who supplied the capital, and 
the partnership books contained no 
profit and loss computations nor capital 
accounts. Income from a joint venture 





Distribution from profit sharing plan 
ordinary income and not capital gain if 
plan not exempt or if employee doesn’t 
retire. Taxpayer was an employee of 
theater corporation which created a 
profit sharing trust in 1941. The trust 
had received tentative approval but in 
1949 Commissioner stated he would 
disallow contributions after 1948. Also 
in 1949 the chief stockholder, Para- 
mount Pictures, was ordered in an anti- 
trust action to divest itself of all theater 
interests, including taxpayers’ employer. 
The fund voted to dissolve because of 
the change in ownership of the theater 
corporation. Taxpayer received a distri- 
bution upon termination of the profit 
sharing plan. The court holds it ordinary 
income; the plan was not exempt and, 
in addition, it was not shown that the 
participant terminated his services. The 
court rejected the argument that the 
change in ownership was equivalent to 
separation. Oliphant, 24 TC No. 85. 


Postponement of current contribution 
to an “auxiliary fund” of pension plan 
won't affect qualification. Qualification 
of an employee’s pension plan will not 
be affected by the postponement of the 


New compensation decisions this month 
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in which the stepson invested was not 
attributed to the taxpayer, although this 
stepson’s capital was either a gift or loan 
from taxpayer. A loss from farming a 
50-acre tract which taxpayer had un- 
successfully tried to sell for use as a 
housing subdivision, was allowed. 
Marmon, TCM 1955-204. 


Irrevocable trusts for minor children 
not recognized as partners. Taxpayers, 
husband and wife, created irrevocable 
trusts for the benefit of their minor chil- 
dren and made the trusts partners in 
stores owned by them. The Tax Court 
refused to recognize the partnership; 
one of the donors as trustee was given 
broad powers over the trust assets. Al- 
though the trusts were granted un- 
divided interests in store assets, and 
partnership returns were filed no part- 
nership agreement with the trusts was 
drawn; no representations were made 
to outsiders that the trusts were part- 
ners; only income needed to pay taxes 
was in fact paid over to the trusts. Rose, 
24 TC No. 87. 


current year’s contribution to an “auxil- 
iary fund.” (The auxiliary fund is pay- 
able by the trustee to the insurer to be 
used on retirement of any employee to 
convert his basic minimum pension to 
one in the amount called for in plan.) 
The service holds that because benefits 
are not affected by the postponement, 
the fund will continue as qualified so 
long as the unfunded past service cost 
at any time does not exceed the un- 
funded past service cost as of the date 
of the establishment of the plan. Rev. 
Rul. 55-480. 


Spouses can split and carry back long 
term fee despite joint returns in prior 
years. In 1948, husband received a fee 
for legal services rendered from 1936 
to 1945. He and his wife filed joint re- 
turn for 1948 as they did for some of 
the prior years. They computed the 
part of their 1948 tax allocable to such 
fee by first dividing the fee into two 
equal parts and allocating each half to 
the years during which the services 
were performed. Third Circuit affirmed 
Tax Court and followed Fourth and 
Ninth Circuits in holding this correct. 
One dissent. Stockly, CA-3, 4/18/55. 
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Professional fees are rarely deductible 


when taxpayer acts against public policy 


yuBLic Ppo.icy has long imposed re- 

strictions on the deductibility for tax 
purposes of business expenses. Dis- 
bursements which frustrate sharply de- 
fined national or state policies proscrib- 
ing particular types of conduct are dis- 
allowed, points out Donald McDonald, 
Philadelphia attorney. This restriction 
was recognized, he says (103 Pennsyl- 
vania Law Review 179), as early as 
1926 in Columbus Bread Co. (4 B.T.A. 
1126). The first case dealing with at- 
torney’s fees was apparently Burroughs 
Bldg. Material Co. (47F. 2d 178 (2d 
Cir. 1931) ). While the restriction ex- 
ists, its jurisdiction, if any, requires an 
open admission that “taxable income” 
as defined in the Code is not meant to 
measure an actual economic profit or 
loss, but may be warped to add income- 
tax sanctions to disapproved conduct. 

But who must disapprove? Legisla- 
tors, judges, or administrators? The 
question is still not answered, says Mr. 
McDonald. Outstanding jurists have not 
hesitated to add the penalties of an 
income-tax deduction disallowance. 
(Holmes, J., in Clarke v. Haberle Crys- 
tal Springs Brewing Co. 280 U.S. 384 
(1930) and Learned Hand, J. in Jerry 
Rossman Corp. 175F. 2d 711, 713 (2d 
Cir. 1949.) Although lacking specific 
code recognition (See Lilly (343 U.S. 
90, 94 (1952)) the doctrine as origi- 
nally conceived sought statutory sup- 
port in the rationale that expenses re- 
sulting from unlawful or undesirable 
conduct cannot be considered “ordinary 
and necessary to a business. This statu- 
tory prop was removed when the Su- 
preme Court in Heininger (320 US. 
467 (1943) ) stated that the words were 
to be given their “commonly accepted 
meaning” in determining whether the 
expenditure was “normal” to the tax- 
payer's business in “the circumstances 


under which (the taxpayer) incurred” 
them. 

In discarding the premise that noth- 
ing against public policy was “ordinary 
and necessary,” the court in Heininger 
set new. standards narrowing the 
bounds of the doctrine; nine years later 
the court in Lilly added even sharper 
limits. Therefore, in order to determine 
the present scope of the public policy 
restriction, we must first establish what 
these two decisions did, and then re- 
examine the previous rulings to see 
how they have been impaired by, and 
the succeeding ones to see whether they 
have properly applied, the Heininger 
and Lilly reasoning. 

The expenses in Heininger were at- 
torneys’ fees incurred in the unsuccess- 
ful attempt to set aside a postal fraud 
order which, if sustained, threatened 
to end the taxpayer's business. In hold- 
ing these fees deductible, the Court ap- 
plied a two-part test: first, was the ex- 
pense “ordinary and necessary” in a 
realistic sense to the taxpayer’s busi- 
ness; second, did the expenditure offend 
sharply defined national or state public 
policy? Since both questions must be 
answered in the taxpayer's favor to per- 
mit a deduction, the ultimate decision 
can rest on public policy grounds with- 
out reference to any specific section of 
the Code. The factors the Court con- 
sidered in answering the latter ques- 
tion were (1) whether the purpose of 
the statute under which the charges 
against the taxpayer were brought was 
to impose “personal punishment” or was 
designed only to protect the public, and 
(2) whether the defense against the 
charge was in good faith. 

Although not concerned with attorney 
fees, the Lilly case followed the bi- 
partite Heininger test and added the 
requirement that “the policies frus- 


trated must be national or state policies 
evidenced by some governmental decla- 
ration. . . .” It appears that the Court 
meant legislative and not judicial or 
administrative pronouncements of pub- 
lic policy. “We voice no approval of 
the . . ethics. . We recognize 
the province of legislatures to translate 
progressive standards of professional 
conduct into law,” said the Court. 

While the scope of the doctrine is 
difficult to delineate precisely, the cases 
may be conveniently classified into four 
groups: (1) expenses of defending 
against charges of criminal business ac- 
tivities; (2) expenses of defending 
against charges of violations of regula- 
tory statutes; (3): expenses of defend- 
ing against claims of colorable tortious 
business activities; (4) expenses of 
legal but ethically questionable busi- 
ness activities. 


Criminal business activities 


Formerly all expenses of a business 
criminal per se were disallowed except 
the cost of goods sold. Recently, how- 
ever, deductions have been allowed for 
the “legitimate expenses . . . [of] ille- 
gitimate business” if the expenses them- 
selves directly produce income, but at- 
torneys’ fees paid “to perpetuate or to 
assure the continuance of an illegal busi- 
ness” are nondeductible. Where there 
has been a criminal conviction, even 
though an appeal is pending, or a com- 
promise of criminal charges where vio- 
lation is admitted, the attorneys’ fees 
incurred in the defense have been 
treated no differently from fines or pen- 
alties levied as punishment, and held 
nondeductible. Although one can see 
the force of the argument disallowing 
fines—if deductible this would serve to 
mitigate the prescribed punishment—it 
is difficult to conceive of a public policy 
aimed at deterring persons from mak- 
ing a good-faith defense against crim- 
inal prosecutions. 

After Heininger, fees incurred in un- 
successful defenses would continue to 
be nondeductible in cases where “per- 
sonal punishment” was sought under 
criminal statutes. When “personal pun- 
ishment” is given its ordinary meaning. 
i.e., punishment against the person of 
the offender and not his pocketbook, 
then a different result may well obtain 
where only a fine is, or could have been. 
sought as punishment. Shortly after 
Heininger, the Treasury issued G. C. M. 
24377 allowing a corporation to deduct 
its legal expenses in defending a suit 
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brought against it under the Sherman 
Act in which it was found guilty. Al- 
though the ruling does not seem to have 
been compelled under strict Heininger 
reasoning, the Treasury apparently did 
not choose to limit the deduction of 
attorneys’ fees to antitrust cases where 
mly civil remedies were sought. 

In determining the status of fees in- 
curred in an defense 
ainst disbarment proceedings, a pre- 
Heininger Tax Court decision held that 
since disbarment is “for the present pur- 
affected by the same con- 
siderations” as a criminal prosecution 
the fees are nondeductible. This deci- 
sion is now questionable, as disbarment 
is not legislative (Lilly) and the pre- 
cise policy of this action is to protect 


unsuccessful 


poses 


the public and not to impose personal 
punishment (Heininger). 

Where the defense against criminal 
charges is successful, or the criminal 
charges are compromised and a viola- 
tion is not admitted, the fees are de- 
ductible. In a very recent decision, the 
Tax Court permitted the deductions of 
fees of the attorneys whose services on 
the case terminated before a tax fraud 
indictment was returned, even though 
the taxpayer was subsequently con- 
Of course the activities must 
also meet the requirement of being 


victed. 


proximately related to the taxpayer's 


business. 


Violation of regulatory statutes 

Where the taxpayer has been held to 
have violated a regulatory statute—i.e., 
one which provides only a money pen- 
relief—the at- 
torneys’ fees incurred in a good-faith 
defense of the charges should be de- 
ductible. Coming within this factual 
situation are the cases, like Heininger, 
dealing with the fees of an unsuccessful 
defense against statutory charges where 
only injunctive relief is sought. As the 
Treasury permits the deduction of fees, 
at least for corporate defendants, where 
criminal guilt under the Sherman Act 
is established, to be consistent the Com- 
missioner should not question the de- 
ductibility of fees when only injunctive 
remedies are sought and imposed for 
antitrust violations. 

Where regulatory statutes provide 
for a monetary exaction from a taxpayer 
in the nature of a penalty, many cases 
have denied deductibility to the penal- 
ties but, again reasoning a fortiori from 
the Treasury’s position on fees of crim- 
inal antitrust violations, the fees in- 


ilty and/or injunctive 


curred in defense of the penalties should 
be deductible. In. Longhorn Portland 
Cement Co., the Tax Court allowed the 
fees incurred in a compromise of a non- 
criminal antitrust prosecution where, 
although the defendant did not admit 
to a violation, large penalties were as- 
sessed. The Treasury has also allowed 
the deduction of fees connected with 
an unsuccessful defense of civil sections 
of OPA regulations where treble dam- 
ages are provided. Heininger, although 
not concerned with a statute providing 
monetary penalties, is helpful on this 
issue in that it warns that an administra- 
tive finding of guilt in quasi-criminal 
cases is not to be a “rigid criterion” in 
determining deductibility of attorneys’ 
fees. If therefore, an exaction is held to 
be a penalty but not one which, by its 
deduction, would frustrate public policy 
and is consequently deductible itself, 
a fortiori legal fees associated with the 
litigation should be deductible. Of 
course, if the exaction is not considered 
a penalty but restitutionary in nature 
and therefore deductible, the legal fees 
incurred in the defense should receive 
similar treatment. 


Colorable tortious activities 


It had long been held that costs of 
defending against suits by private par- 
ties for fraud, breach of corporate fidu- 
ciary duty, malpractice, negligence and 
patent infringements are deductible 
even though unsuccessful. Where an ex- 
ecutor or trustee has settled charges of 
mismanagement of estate property, the 
deductibility of legal fees incurred in 
the controversy depends on whether the 
taxpayer can be considered engaged in 
business. If not so engaged, deductions 
have not been permitted as a nonbusi- 
ness expense on the grounds that this 
would subsidize delinquent trustees. As 
deductions have been permitted where 
the taxpayer has been convicted of 
criminal activities and where regula- 
tory statutes have been violated, the 
nondeductibility of these fees arising 
out of tort charges seems unrealistic. 


Legal but ethically questionable 


Contrasted with the preceding cate- 
gories, here are involved payments to 
attorneys for services not connected with 
actual or possible litigation, services of 
a nature that could also be performed 
by nonlawyers. Therefore, the decisions 
dealing with payments to nonlawyers 
are precedents for fees paid to attor- 
neys for similar services. 
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Although no statute has been vio- 
lated, courts have denied deductibility 
to payments for influence and favorable 
consideration in securing contracts for 
the taxpayer. This policy does not ex- 
tent to a lawyer's legitimate efforts to 
get contracts for his clients, even though 
he is well acquainted with the proper 
contracting officers. 


Fees for lobbying 


The status of fees for lobbying ac- 
tivities not violative of any statute pre- 
sents an interesting question. The regu- 
lations have consistently denied deduc- 
tibility for such payments and the Su- 
preme Court in Textile Mills Securities 
Corp. (314 U.S. 326 (194)) held that 
the regulations were determinative of 
the question in disallowing payments 
made to publicists and lawyers where 
the taxpayer was attempting to secure 
favorable legislation not for its own 
business but for the interests of others 
on a contingent fee basis. Previous to 
Textile Mills, in cases dealing with 
lobbying expenses designed to benefit 
the taxpayer's own business, and not 
incurred on a contingent fee basis, the 
Board of Tax Appeals took the position 
that where “the means or methods em- 
ployed are legitimate” and not “some- 
thing sinister,” the expenses were de- 
ductible. The Ninth Circuit in Sunset 
Scavenger Co. (84F. 2d 453 (9th Cir. 
1936) ) overruled one of these deci- 
sions, relying wholly on the effect of 
the regulations. At first glance, this 
case would appear to be just a fore- 
runner to Textile Mills, but the Court 
there did not mention Sunset 
Scavenger, strange indeed since the rea- 
soning was so parallel. It is reasonable 
to assume that, since the lobbying ex- 
penses in Sunset Scavenger and Textile 
Mills were radically different, this omis- 
sion was not unintentional and, there- 
fore, the Court did not intend to pre- 
clude the deductibility of all types of 
lobbying expenses. Support for this 
opinion is found in the Lilly case where, 
in discussing Textile Mills, the Court 
pointed out that that decision disal- 
lowed only “some types” of lobbying 
expenses. 

Applying the Heininger and Lilly 
tests, it is rather doubtful that the “in- 
fluence” cases would be changed; it is 
difficult to imagine any court saying 
that it is ordinary and necessary for a 
business to secure contracts by buying 
influence, and part two of the Hein- 
inger test—the frustration question—may 


even 
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never be reached. This is not so with 
lobbying expenses; it is just as normal to 
attempt to save a business threatened 
extinction or harm by adverse 
legislation as by a mail fraud order. On 
the public policy question, disallowance 
of lobbying expenses perhaps meets the 
Lilly test if the regulations be consid- 
ered a “governmental declaration” of a 


with 


legislative character by reenactment, 
but, as we are not considering here ac- 
tivities prohibited by statutes, the “per- 
sonal punishment” factor of Heininger 
cannot be present. Therefore, it cannot 
be said that these two cases dictate 
any one result and it would appear that 
deductibility of lobbying expenses de- 
pends on the willingness of courts to 
distinguish the Textile Mills case. 


Tax benefits to family 
in use of E Bonds 


G vasraNTiAL TAX BENEFITS ARE to be 
7 had from skillful use of E Bonds. 
We thought you might be interested in 
the following brief summary of the 
fundamentals of tax-reduction-through- 
income-splitting among members of a 
family (or any group, for that matter) 
prepared by Business Week. They say 
this: 

U.S. Savings Bonds (Series E) have 
a lot of tax advantages that 
people aren’t aware of—and that they 


many 


can’t find in other investments. 

Most common tax break lies in the 
choice you have of either reporting and 
paying tax on the interest (the increase 
in the value of the bond) each year, or 
postponing it until you cash the bond. 

Make your choice by comparing your 
the 
expect to earn when the bonds mature. 
Thus: If 
drop in the future, due, for example, 
to partial or total retirement, it might 
the 


present income with income you 


you expect your income to 


be best to report interest when 
bonds are cashed in. 

But say you expect no change in in- 
come. Reporting the interest each year 
might be better—since reporting a large 
lump sum could throw into a 
higher tax bracket. 

Note this: Once you make the choice, 
it’s binding for later years on all E Bonds 


from the 


you 


unless you get permission 
Treasury to change. 
Probably you don’t realize it, but 
you can also save tax money according 
to the way you buy E Bonds for mem- 


bers of your family. The common way 
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of buying E Bonds for children—with 
the parent listed as co-owner—has a tax 
disadvantage. You must pay tax on all 
of the interest even though (1) your 
child is co-owner of the bond; and (2) 
he ultimately gets the proceeds of the 
bond. 

Avoid this by buying the bond in the 
child’s name alone. Not only do you 
then escape the tax on the interest, but 
your child may have to pay no tax 
either. 

For example: You buy bonds in the 
name of a minor daughter who has no 
income. She files a tax return and re- 
ports the interest currently. As long as 
the yearly interest is less than $675, she 
pays no tax. 

What if your daughter does have 
other income? It still might be best for 
her to report the interest on her bonds 
currently. Even if her reported interest 
plus other income is $675 or more, the 
tax due may be at the lowest possible 
rate, especially compared with what you 
pay. 

If your daughter is over 19, not a 
student, and you want to keep her as 
an exemption then don’t have her re- 
port the interest if it lifts her income 
over $600. But regardless of the size 
of your daughter’s income, you can 
still claim her as an exemption—if she 
is under 19, or is a full-time student and 
you support her. 

Do this: Weigh your loss of the de- 
that you will get a greater family tax 
savings she gets from reporting her in- 
terest currently. Generally, you'll find 
that you will get a greater family tax 
saving through taking the exemption. 

Supposing you and your wife sepa- 


rate or get divorced. What can you do 
with the E Bonds you bought jointly? 

Ask the Treasury to reissue the bonds 
in your single names. You run into no 
tax problems if the bonds are split up 
according to your original contributions. 
For example: If you contributed equally 
to a $100 bond in your joint names, the 
Treasury, on application, will issue two 
$50 bonds dating from the original pur- 
chase date of the $100 bond. And 
neither party incurs a tax on the reissue. 

But say you individually put up all 
the money to buy the bond, and had 
it made out in our joint names. If you 
vant it reissued in your wife’s name 
alone, you pay a tax on the interest 
that has accrued to that point (unless 
you have been paying it each year). 
And your wife, of course, is liable for 
the tax on interest that accrues after 
the reissue. 


Estate considerations 

Consider, too, the importance of E 
Bonds as part of your estate. Not only 
can you build up values without paying 
during 
too. 


income taxes your lifetime— 
Then, 
finally cashes the bonds and reports the 
interest gets a deduction for any estate- 
tax paid on that income. 


How much in bonds can you buy for 


your heirs can whoever 


your family without running afoul of 
the gift-tax rules? Generally, as a mar- 
ried man, you can give away up to 
$6,000 each year to each member of 
your family, without running into any 
gift-tax problem. If you want to give 
more, it’s wise to check into your own 
circumstances for the gift-tax implica- 
tions. % 


Taxability of meals and lodging 
is still not clear despite 1954 Code 


'.He 1954 Cope apparently tried to 


clarify the taxability of the value of 
meals and lodgings furnished to em- 
ployees. It seems clear that Congress 
intended to overrule the policy of the 
IRS to tax meals and lodging which 
drew its authority in part from the Car- 
michael case (7 TCM 278, 1948). And 
yet, says John H. McDermott (in a sem- 
inar at the University of Michigan Law 
School, reported in 53 U. of Mich. Law 
Review 871), the present situation is 
far from clear. Mr. McDermott says this: 

Section 22(a) of the 1939 Internal 


Revenue Code provided that gross in- 
gains, profits, and 
income derived from salaries, wages, or 


come includes “ 


compensation for personal service 
of whatever kind and in whatever form 

.” Comprehensive as these 
appear, gross income 
been interpreted to include all forms 
of economic benefits received by a tax- 
The differential value of 


paid. 


terms has not 


payer. im- 


proved working conditions is not gen- 
erally considered to give rise to taxable 
income. Although better working con- 
ditions may have economic value in the 
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the 


eyes of an employee and can exert sub- 
stantial influence on the rates of ordi- 
nary compensation, most non-cash 
benefits in this sphere have been tax 
exempt. The main problems, however, 
have not arisen in the theoretical defi- 
nition of income but in classifying par- 
ticular fact situations. Under what cir- 
cumstances should the value of meals 
and lodging furnished by an employer 
to his employees be excluded? 


The old Regulations 

rreasury regulations under the 1939 
Code provided: 

“If a person receives as compensation 
for services rendered a salary and in 
addition thereto living quarters or meals, 
the value to such persons of the quarters 
and meals so furnished constitutes in- 
come subject to tax. If, however, living 
quarters or meals are furnished to em- 
ployees for the convenience of the em- 
ployer, the value thereof need not be 
computed and added to the compensa- 
tion otherwise received by the em- 
ployee “Ti 

One interpretation of this provision 
between meals and 


indicates a line 


lodging furnished as taxable compen- 


sation and those which would be 


deemed tax-exempt improvements in 
working conditions based primarily on 
ther the benefits were supplied for 


whe 
the employer’s convenience, and _ this 
despite the fact that such maintenance 
has significant compensatory 
The uSsé¢ of the 
otherwise 


there 


lodgin 


aspects. 
term “compensation 
received” is notewortay, 
being recognition that meals and 


g may be partly compensatory 


and yet are to be excluded from gross 
Chis conclusion was supported 
in 1940 by 
9023: “IE, 


or mei 


income 
language in Mimeograph 
however, the living quarters 
ils furnished are not compensa- 
tory or are furnished for the conveni- 


ence of the employer .” their value 


will be excluded from the employee's 
gross income. 

In the same ruling the Bureau of In- 
ternal Revenue also defined the terms 
“As a 


general rule, the test of ‘convenience of 


convenience of the employer”: 


the employer’ is satisfied if living quar- 
ters or meals are furnished to an em- 
ployee who is required to accept such 
quarters and meals in order to perform 
this 
statement by the Bureau the exclusion 


properly his duties. Previous to 
had been restricted to a narrow range 
In addition, prior to 1946, 
case law had required that meals and 


of cases. 


lodging be furnished solely for the 
convenience of the. employer. In Ellis 
v. Commissioner (6 TC 138) this was 
apparently modified. The petitioner 
was allowed to exclude from income 
$1,000 out of a fair rental value of 
$1,800 for lodgings supplied by his 
employer. This decision, combined with 
the Bureau’s definition of the rule in 
Mimeograph 5023, indicated some 
liberalization of the requirements for 
exclusion. 

In 1948, however, the apparent trend 
was reversed by the decision in the 
Carmichael case (7 TCM 278). Five 
employees of the McLean Gardens 
project in Washington, D.C., had been 
supplied rooms in addition to a cash 
salary. The rental value of these rooms 
was held taxable in three instances due 
in some measure to the fact that the 
furnishing of lodgings had been con- 
sidered in determining ordinary cash 
salary. As a result, it appeared that 
the convenience of the employer rule 
was subordinate to the more general 
issue of compensation. This was con- 
firmed in 1950 by Mimeograph 6472, 
which said: 

“The ‘convenience of the employer’ 
rule is simply an administrative test to 
be applied only in cases in which the 
compensatory character of such bene- 
fits is not determinable. It 
follows that the rule should not be ap- 
plied in any case in which it is evident 
from 


otherwise 


other circumstances involved 
that the receipt of quarters or meals by 
the employee represents compensation 
for services rendered.” 

It was declared, for example, that the 
value of meals and lodging would be 
included in the employee’s gross in- 
come, even though the employee was 
continuously required to be on the 
statute the 
maintenance 


premises, where by state 


furnishing of such was 
made a determinant of the rate of salary 
compensation. Finally, on 
1951, the Bureau stated: 
“When 


nished in addition to a cash salary (as 


August 2, 


quarters or meals are fur- 
distinguished from cases in which the 
value of such benefits is deducted from 
a total salary) and a differential in pay 
is generally received by employees not 
provided with maintenance, there is a 
rebuttable that 
nance in kind is furnished as part of the 


presumption mainte- 


employee’s compensation.” 


Development of 1954 Code 


Early in 1954 the House Ways and 
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Means Committee in drafting the new 
Internal Revenue Code sought to clarify 
the confusion created by recent state- 
ments of the Bureau and the Car- 
michael case. Section 119 of the 1954 
code was specifically drafted to deal 
with the problem. The House version 
of this section did not use the term 
“convenience of the employer,” but 
substituted two specific, objective re- 
quirements for exclusion: 

“There shall be excluded from gross 
income of an employee the value of 
any meals or lodging furnished to him 
by his employer (whether or not fur- 
nished as compensation) but only if— 

(1) such meals or lodging are fur- 
nished at the place of employment, and 

(2) the employee is required to ac- 
cept such meals or lodging at the place 
of employment as a condition of his 
employment.” 

Examination of this provision indi- 
cates that little practical change was 
intended from the older “convenience 
of the employer” rule as interpreted 
prior to the Once 
more that rule was made superior to the 
general tests for determining taxable 
compensation. 


Carmichael case. 


Senate reinstates rule 

The Senate, agreeing in principle 
with the House Ways and Means Com- 
mittee, sought further clarification: 

“Your that the 
House provision is ambiguous in pro- 
viding that meals or lodging furnished 
on the employer's premises, which the 
employee is required to accept as a 


committee believes 


condition of his employment, are ex- 
cludable from income whether or not 
furnished as compensation. Your com- 
mittee has provided that the basic test 
of exclusion is to be whether the meals 
or lodging are furnished primarily for 
the convenience of the employer (and 
thus excludable) or whether they were 
primarily for the convenience of the 
employee (and therefore taxable) .” 


Eliminates condition of employment 


In addition to reincorporating the 


“convenience of the employer” lang- 
uage with reference to both meals and 
lodging, the Senate Finance Committee 
eliminated the lower 
chamber’s specific requirements (relat- 
ing to required conditions of employ- 
ment) as it affected meals. The net re- 
sult of these two changes was as fol- 


second of the 


lows: 


“There shall be excluded from the 
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gross income of an employee the value 
of any meals or lodging furnished to 
him by his employer for the [i] con- 
venience of the employer, but only if— 

(1) in the case of meals, the meals 
furnished [ii] on the business 
premises of the employer, or 

(2) in the case of lodging, the em- 
ployee is accept such 
lodging [ii] on the business premises 
of his employer [iii] as a condition of 
his employment.” 


are 


required to 


Why treat meals differently? 

No purpose is indicated for the dif- 
ferent statutory treatment specifically 
accorded meals as distinguished from 
lodging, and the result from the stand- 
point of statutory construction is not 
wholly clear. The Senate Report de- 
fines the phrase “required as a condi- 
tion of his employment” as meaning 
“required in order for the employee to 
properly perform the duties of his em- 
ployment.” Note that on several occa- 
sions in the past, the definition of con- 
venience of the employer had been in 
exactly the same terms. Did the elimina- 
tion of the specific requirement that 
meals be furnished as a condition of 
employment, as that requirement is de- 
fined by the 
an intention to 


Senate, thereby indicate 
nullify the general 
of the employer” doctrine 
From a practical stand- 
construction is question- 


“convenience 
as to meals? 
point such a 
able. If allowed, all meals furnished on 
the business premises of the employer 
would be excludable from gross income 
under this section. This conclusion is 
therefore unlikely although the drafts- 
manship of section 119 is dubious. 

The Senate also eliminated from the 
House bill the phrase “notwithstanding 
the fact that such meals or lodging 
represents additional compensation to 
the employee.” This language was con- 
sidered too broad and the following 
provision was substituted: 

“In determining whether meals or 
lodging the con- 
venience of the employer, the provisions 
of an employment contract or of a State 
statute fixing terms of employment shall 
not be determinative of whether the 
meals or 


are furnished for 


lodging are intended as 


compensation.” 


The final result 

The direct purpose of this latter pro- 
vision evidently was to contradict the 
example of meals and lodging included 
within gross income as expressed by the 
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Bureau in Mimeograph 6472. For that 
purpose it was consistent with the Sen- 
ate’s declared purpose that the basic test 
of exclusion should be convenience of 
the employer as opposed to convenience 
of the employee. Unfortunately, difficult 
problems again arise in construing the 
provision as enacted. If the employment 
contract is not to be determinative of 
whether maintenance is intended as 
compensation, the inference is that the 
compensatory aspects of such mainte- 
nance still have some relevance to the 
general issue of taxability. This, of 
course, is very close to the position taken 
by the Bureau after the Carmichael 
case. If it is still important to the appli- 
cation of the “convenience of the em- 
ployer” rule that meals and lodging are 
considered in determining salary, the 
new provision may have little effect on 
prior law. Considering, however, the 
fact that the House accepted all of the 
changes made in the bill by the Senate, 
and the statements reported by the Sen- 
ate Committee, the error is 
probably in draftsmanship. The Senate 
Report, adopting some of the comments 
made by the House Ways and Means 
Committee as background to section 
119, states: 

“Under present law meals and lodg- 
ing have been held to be taxable to the 
employee unless they were furnished for 
the convenience of the employer. Even 
in such cases, however, they would not 
be excluded from the gross income of 
the employee if there is any indica- 
that they intended to 
compensatory.” 

The 1954 code was enacted in part 
for the purpose of clarifying and in 
part for the purpose of changing exist- 
ing law. In either case precision in the 
statutory language is essential. The am- 
biguities of section 119 do not indicate 
a fulfillment of that requirement. A 
suggested revision of section 119, to con- 
form more accurately with the objec- 
tives stated in the Senate Report, might 
be substantially as follows: 

There shall be excluded from gross 
income of an employee the value of any 
meals or lodging furnished to him by his 
employer for the convenience of the 
employer, provided that such meals or 
lodging are furnished on the business 
premises of the employer. The provi- 
sions of an employment contract or of a 
State statute fixing terms of employment 
shall not be determinative of whether 
the meals or lodging are furnished for 
the convenience of the employer. vr 
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New decisions 


Each spouse entitled to dividend ex- 
clusion on '/, of dividends from jointly 
held securities. For purpose of the 
dividend exclusion, dividends on stock 
held by a husband and wife as tenants 
by the entirety or as joint tenants with 
equal rights of survivorship are con- 
sidered as having been received one 
half by each. Each may exclude up to 
$50 of such dividends on a joint or 
separate return, but one spouse may 
not use any portion of the $50 exclu- 
sion not used by the other. Rev. Rul. 
55-476. 


Installments of principal sum set in de- 
cree are property settlement not pe- 
riodic alimony payments. A divorce de- 
cree required taxpayer-husband to pay 
the principal sum of $14,600 in install- 
ments over a period of 5 years and 7 
months. In the event of the wife’s death 
or remarriage, payments were to cease. 
Use of an explicit principal sum in the 
agreement was held to preclude the 
husband from deducting his install- 
ments as “periodic payments” of ali- 
mony. Penalties for underestimate and 
nonpayment of estimated tax were up- 
held. Birdwell, TCM 1955-220. 


Ex-wife taxed on part of compromise 
settlement with estate of her divorced 
husband. The taxpayer, a former wife 
of the decedent, received a lump sum 
payment under an agreement with the 
execution of the estate of her divorced 
husband. The service holds that the part 
which represents arrearages in periodic 
payments required by the decree of 
divorce is income to the wife; the bal- 
ance represents a lump-sum settlement 
and is not includible in her gross in- 
come. Rev. Rul. 55-457. 


Father loses dependency credit for chil- 
dren with ex-wife; can’t prove total sup- 
port. Taxpayer paid $829 to his former 
wife for the support of his three minor 
children who lived with her. But he 
could not show that this was more than 
half of the support of the children. De- 
pendency exemptions were denied. 
Kessler, TCM 1955-203. 


Father can claim son as dependent 
based on $40 per month support. Tax- 


payer paid $40 per month to his former | 


wife for the support of his minor son. 
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The court found the evidence estab- 
lished that the total cost of the son’s sup- 
port was less than $70 a month. Thus 
taxpayer contributed more than half of 
the total support and was entitled to 
the dependency exemption. Thomas, 
TCM 1955-188. 


Minister's house allowance in lieu of 
manse nontaxable. Taxpayer, as minis- 
ter, received salary, traveling allow- 
ance, and house allowance. He was not 
furnished with a residence by the gov- 
erning body of the church. In fact he 
owned his own home, the fair rental 
value of which was equal to the house 
allowance. He paid interest, amortiza- 
tion on the mortgage, taxes and insur- 
ance on it. The court reversed the Tax 
Court and held that the house allow- 
ance never became part of taxpayer’s 
compensation and never was intended 
to. The allowance was used for the pur- 
pose for which it was paid and was for 
the employer’s convenience. William- 
son, CA-8, 7/14/55. [Under the 1954 
Code such an allowance is exempt from 
tax Ed. | 


Surviving wife may deduct her share 


of administration expenses of commu- 
nity estate. Administration expenses 
which are not deductible by the estate 
of the decedent, because they were paid 
or incurred in respect of the share of 
the community property belonging to 
the surviving spouse, may be deducted 
by the surviving spouse in her individ- 
ual income tax return if attributable to 
her income or to property held for the 
production of income. Rev. Rul. 55-524. 


Travel, meals, and lodging allowed for 
temporary employment away from 
home. Traveling and “away from home” 
expenses were allowed to taxpayer. He 
was employed in a distant state from 
1/1 to 4/4, and again by the same com- 
pany from 4/20 to 9/14, and at another 
location from 11/1 to 12/20. The three 
jobs were temporary and _ unrelated. 
Denning, TCM 1955-210. However, an 
engineer who spent 222 days in Green- 
land on a construction project and was 
not permitted to take his family with 
him, was held to have been employed 
abroad for an indefinite duration rather 
than for a temporary period. Living ex- 
penses in Greenland were not deduct- 
ible as _ travel from 


expenses away 
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home. Whitaker, 24 TC No. 86. 


Short letter to Collector is sufficient 
claim for refund. The Commissioner 
disallowed taxpayer doctor’s deduction 
for travel expenses and levied on his 
bank account. Ten days before the 
statute of limitations expired taxpayer 
sent a letter to the Collector setting 
forth a short factual protest against as- 
sessment and demanding refund. The 
Court held that this letter constituted 
an informal claim for refund and is 
sufficient to support the suit for refund. 
Moreover, taxpayer was entitled to de- 
duct his claimed travel expense from 
gross income., since although he was 
employed by the State, he was required 
to travel and was not reimbursed for 
such expenses. Lang, DC Ga., 7/2/55. 


Police subsistence allowances up to $5 a 
day excluded from income. Subsistence 
allowances received by police officers 
up to $5 a day are specifically excluded 
from gross income by Sec. 120 IRC. 
They are not subject to withholding tax. 
The excess over $5 a day is taxable. 
However, traveling expenses ‘incurred 
may be deducted. Rev. Rul. 55-475. 
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Snider case further clarifies 
treatment of profits in reorganizations 


[HE EARNINGS AND 

PROFITS in reorganizations, long ob- 
scure, is slowly being clarified as new 
cases treat different facets of the prob- 
lem. The opinion in the recent Snider 
case, reviews and distinguishes the 
classic Sansome and Phipps cases. Here 
is what the circuit court said: 

It would be logical to assume that 
the earnings and profits of the Hotel 
Kenmore Corp. [the dividend payor] 
would have no relation to the earnings 
and profits of the trust [the predecessor 
in reorganization], they being two sepa- 
it was decided in 


TREATMENT OF 


rate entities. However, 
Commissioner of Internal Revenue v. 
Sansome, 60 Fed. (2d) 931, 933 (2 Cir. 
1932) [3 ustc § 978], cert. denied 287 
U.S. 667, that a corporate reorganization 
which did not result in the gain or loss 
in the value of the corporate stock being 
recognized for tax purposes “does not 
toll the company’s life as continued ven- 
ture and that what were ‘earnings 
of profits’ of the original, o1 
company, remain, for purposes of distri- 
‘earnings or profits’ of the suc- 
In that 
case the original enterprise was a cor- 


r subsidiary, 


bution, 
cessor, or parent, in liquidation.” 


poration which had large accumulated 
earnings and profits. Its assets were con- 
veyed to a new corporation, the stock of 
the new corporation being issued to the 
shareholders of the old corporation. The 
new corporation made no profits, and 
payments in distribution of its assets 
were made to the taxpayer who treated 
such payments as return of capital and 
not as income, maintaining that the dis- 
tributions could not have been dividends 
as the corporation had never had any 
earnings and profits. The court, how- 
ever, held that the first corporation’s 
earnings and profits were attributable to 
corporation and _ conse- 
quently the second corporation’s cash 


the second 


distribution was a taxable dividend to 
the extent of such earnings and profits. 

It would appear to follow from the 
reasoning used in the Sansome case that 
the plaintiffs are entitled to recover, for 
logic would seem to require that if the 
prior business organization’s profits and 
losses must be attributed to the succes- 
sor corporation following a tax-free re- 
organization, similarly the prior enter- 
prise’s deficits should be attributed to 
the successor corporation. However, the 
Supreme Court in Commissioner v. 
Phipps, 336 U.S. 410 (1949) dealt with 
this problem as it affected parent and 
subsidiary corporations and it is clear 
from its opinion that subtracting the 
deficit of a subsidiary business from the 
accumulated earnings and profits of the 
parent corporation is not a corollary to 
the carrying the subsidiary’s 
earnings and profits to the parent. The 
Court stated at p. 417 “that the Sansome 
rule is grounded not on the theory of 
continuity of the corporate enterprise 
but on the necessity to prevent escape 
of earnings and profits from taxation.” 
See Commissioner v. Munter, 331 U.S. 
210, 215 (1947). 


over of 


Phipps doctrine applied 

In the Phipps case, a parent corpora- 
tion had large accumulated earnings and 
profits but it owned several subsidiary 
deficits. By 
means of a tax-free reorganization the 


corporations possessing 
parent acquired the assets of its sub- 
sidiaries and later made pro rata cash 
distributions to its preferred stock- 
holders. The Court held that the deficits 
of the subsidiaries could not be used to 
reduce the accumulated earnings and 
profits of the parent and consequently 
the cash distribution was in the nature 
of a taxable dividend. 

In ‘the instant case the district court 


said that the Phipps opinion did not re- 
pudiate the entire doctrine of continuity 
of venture that had been advanced in 
the Sansome case but that it superim- 
posed on the Sansome rule the further 
principle that it is inconsistent with the 
idea of a tax-free reorganization that the 
Government should lose by the process. 
The district court further said that the 
Phipps opinion did not hold that the 
Government should gain through this 
process and consequently in the instant 
case the taxpayer would be allowed to 
utilize the deficit of the defunct real 
estate trust in determining the taxability 
of cash distributions made by 
porate successor. 

The plaintiff contends in support of 
the district court’s decision that there is 
a crucial distinction between the situa- 
tion presented in the instant case and 
that which was presented in the Phipps 
case. In the instant case the transferee, 
Hotel Kenmore Corp., had no accumu- 
lated earnings and profits at the time of 
the reorganization while in the Phipps 
case the parent corporation did possess 
accumulated earnings and profits at the 
date of the tax-free reorganization. Any 
distributions made by the parent cor- 
poration in the Phipps case would have 
undoubtedly been dividends and there- 
fore taxable to the recipient if the reor- 
ganization had not taken place. The re- 
sult in the Phipps case was necessary 
in order to prevent corporations which 
had earnings and profits from distribut- 
ing these earnings and profits so as to 
avoid taxation merely by acquiring the 
assets of a business possessing a deficit. 
In the 
there were no accumulated earnings and 
profits at the date of the reorganization 
of the ownership of the Hotel Braemore 
and Hotel Kenmore, the taxpayer could 
not have obtained a tax advantage 
through a reorganization. In other 
words, if the taxpayer’s business had 
continued in its trust form and there 
had been no reorganization, the distri- 
bution clearly would not have qualified 
as a dividend under the 1939 Internal 
Revenue Code and therefore would not 
have been taxable to the plaintiffs. 


its cor- 


instant case, however, where 


Sansome rule supported 

There is language in the Phipps opin- 
ion which tends to support the plaintiff's 
contention. At p. 420 it is said “. 
the effect of the Sansome rule is simply 
a distribution of assets that would 
have been taxable as dividends absent 
the reorganization or liquidation does 
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not lose that character by virtue of a 
tax-free transaction.” At p. 421: “There 
has been judicially superimposed by the 
Sansome rule, with the subsequent ex- 
plicit ratification of Congress, the doc- 
trine that tax-free reorganizations shall 
not disturb the status of earnings and 
profits otherwise available for distribu- 
tion.” 

Thus, the Supreme Court seems to 
emphasize the possession by one of the 
business entities involved in the tax-free 
reorganization of accumulated earnings 
and profits at the time of the reorganiza- 
tion. The non-existence of such earnings 
and profits in the instant case clearly dis- 
tinguishes it from the Phipps case. We 
consequently hold that a logical appli- 
cation of the Sansome rule, even as that 
rule has been defined by the Supreme 
Court in the Phipps case, compels us to 
conclude that in determining whether 
distributions made to its stockholders by 
the Hotel Kenmore Corp. are dividends, 
the deficit of its real estate trust prede- 
cessor must be taken into account. w 


Will Section 351 always 
give tax-free organization? 


SecTION 351 of the 1954 Code was in- 
tended to eliminate the awkward “pro- 
portionate interest” requirement of the 
1939 Code in the tax-free transfer of 
property to a corporation being organ- 
ized. There seems to be some doubt, 
according to the St. John’s Law Review, 
whether this result will be achieved. 

In a symposium on the 1954 Code, 
the Review (Vol. 29, page 332) pointed 
out that “Under the 1939 Code, the 
organizers of a corporation who trans- 
ferred property to it were permitted, 
under certain circumstances, to acquire 
the corporate stock without incurring 
tax liability. For the transaction to en- 
joy tax-free status, however, the 1939 
Code required that the stock be received 
by the organizers in substantially the 
same relative proportion as was the 
value of the property each had trans- 
ferred to the corporation. If this “pro- 
portionate interest” did not exist, a gain 
or loss was recognized on the part of 
the organizer receiving a larger or 
relative interest in the dis- 
tributed securities than he had in the 
transferred property. Considerable liti- 
gation ensued in an effort to determine 
whether or not such a proportionate in- 
terest existed in specific situations. Two 
different tests were applied in an effort 


smaller 
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to settle the question. According to the 
“control” test, that percentage of all the 
transferred property which each organ- 
izer contributed was compared to the 
percentage of stock he received in all 
the stock distributed. Then, the differ- 
ence in the percentages, if any, was 
compared to the differences which oc- 
curred in the case of the other organ- 
izers, to ascertain whether there was 
any substantial variance in the respec- 
tive percentages. If there was, the re- 
quisite proportionate interest did not 
exist, and the transfer was taxable. Un- 
der the “relative value” test, on the 
other hand, the value of the property 
transferred by each organizer is com- 
pared with the value of property re- 
ceived by him. If a difference exists in 
any one instance, it is compared with 
the difference, if any, that existed in the 
receipt by the other organizer or organ- 
izers. This would result in a spread, 
which, if substantial, would cause the 
transaction to lose its tax-free status. 
“The uncertainty engendered by the 
proportionate interest requirement has 
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been eliminated, ostensibly at least, by 
Section 351 of the 1954 Code. The new 
section abandons the former approach 
to the problem, and seeks to base the 
tax upon the real nature of the transac- 
tion. Thus, where two or more organ- 
izers transfer property to a corporation, 
and one of them receives all the stock, 
no gain or loss will be recognized. If, 
however, the transfer is a subterfuge to 
conceal a gift or a payment for services 
from one organizer to another, it will 
result in tax liability. 

“While Section 351 is a praiseworthy 
effort to simplify the Code, the practical 
value of the change can only be judged 
after the new provision has been liti- 
gated. Until then, the possibility re- 
mains that the new section will be con- 
strued in such a fashion that it will be 
quite as constricting as the former law 
Indeed, it is difficult to envision a situa 
tion in which the organizers would re- 
ceive widely disproportionate returns 
on their contributions, without a taxable 
gift or payment for services being made, 
in fact, from one to the other.” 


Tax disadvantages incidental to the 


corporate form of doing business 


WE HAVE TWICE recently discussed 
(3 JTAX 45 & 100) the tax ad- 
vantages which flow from the corpo- 
rate form of doing business. Now we 
have just come across a little gem of 
advice by Laurens Williams, the 
Omaha lawyer who has since he wrote 
this become Assistant to the Secretary 
of the Treasury. Mr. Williams made 
these points at the Fourth Oklahoma 
Institute of Federal Taxation.*® 

In considering the use of a corpora- 
tion, certain special provisions of the 
Internal Revenue Code applicable es- 
pecially to should be 
analyzed. 

First of all, Sections 541 through 
547 of the new Code, the “personal 
holding 
which provides a penalty surtax of 
85%, loosely speaking, of what a corpo- 
ration which is a “personal holding 
company” has left after paying its ordi- 
nary and dividends. This is a 
which must be 


corporations, 


company surtax” provision 


taxes 
prohibitive surtax, 
avoided at all costs and which can be 
walked into if you don’t look out for 
it, in peculiar situations. 

Second, I want to mention old Sec- 


tion 45, which is now Section 482 of 
the 1954 Code, which authorizes the 
Secretary or his delegate to reallocate 
income allowances be- 
tween related organizations—as where 
the stockholder deals with his own 
corporation, or there are transactions 
between corporations controlled by the 
same interests. 

Third, old Section 102—penalty sur- 
tax, the old KOMA case (use of a corpo- 
ration to avoid high personal surtaxes) 
—is now Sections 531 through 537 of 
the new Code. 

Fourth, old Section 129 Sec- 
tion 269, deals with acquisitions of 
corporations to avoid income tax. 

Fifth, Sections 1501 through 1505, 
dealing with consolidated returns by 
affiliated corporations. 

Sixth, Sections 1551 and 1552, which 
disallow the separate $25,000 corpo- 
rate surtax exemption in certain situa- 
tions where there has been a split-up, 
so to speak, of a corporation’s business. 

Seventh, Section 1201(a), which 
provides (as historically: has been true) 
that net long-term gains of corpora- 


expense and 


now 


® Proceedings of which are published ns Fallon 
Law Book Co., 443 Fourth Avenue, New York 16. 
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tions are taxed at a flat 25% of the full 
gain. 

Eighth, Section 1211(a), which pro- 
vides that capital losses of corporations 
are allowable only as offset against 
capital gains, never as a deduction 
from ordinary income, such as_ is 
allowed in case of other taxpayers. A 
the 
carryover of net capital losses, however, 


corporation has same five-year 
as is allowed other taxpayers. 

When you are selecting a new form 
of doing business, in thinking of cor- 
porate form, you must not forget that 
net operating losses incurred in corpo- 
rate form can’t be carried back against 
an individual's prior years’ profits. 

You go into a corporation tax-free if 
you want to, but you never come out 
tax-free. There is always a tax con- 
dissolu- 
You go 
partnership tax-free and, with a few 
exceptions you come out of a partner- 
ship tax-free. I think that where there is 
a serious doubt as to the wisdom of 


sequence termination or 


tion of a 


upon 


corporation. into 


incorporating, it is wise to be cautious 
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and’ remember that you can always go 
into corporate form next year, or the 
year after; but if you go in now and 
later want to be a partnership, assum- 
ing there have been accumulations in 
the corporation and good years in the 
meantime, you aren’t going to be able 
to come out of corporate form tax-free. 

I think that for those of us who 
normally represent small business as 
distinguished from the very large or- 
ganization which almost inevitably has 
to be in corporate form, we should 
consider the use of corporations only 
after due regard for all the local law 
problems, the continuity of manage- 
ment problems, etc., and not allow 
tax be the 
sole factor in selection of the form of 
doing business. This is perhaps more 
true than heretofore, in view of the 
fact that in the 1954 Code we now 
have the firm foundation for the use 
of partnership form without, at least 
in most instances, incurring the risk 
of very adverse tax con- 


federal consequences to 


severe 
sequences. 





Unincorporated businesses granted ex- 
tension to conform election to be taxed 
as corporations. The 1954 Code permits 
certain unincorporated businesses to be 
taxed as corporations if they so elect 
within 60 days after the close of the 
taxable year. The temporary rules, set- 


ting forth the information required as 
part of the election, were published in 
February 1955. Accordingly calendar- 
year taxpayers who made a timely elec- 
tion without supplying all the informa- 
tion are now given a reasonable exten- 
sion of time to conform their election 
with the published requirements. Rev. 
Rul. 55-465. 


Preferred stockholders in a building and 
“depositors.” If 
the preferred stockholder of the build- 
ing and loan association has only the 
rights of an ordinary depositor, “divi- 
dends” paid on the preferred are de- 
ductible. The par value of the stock 
constitutes a deposit for purposes of 
computing the reserve for bad debts. 
Rev. Rul. 55-391. 


loan association are 


Redemption payments of an open end 
mutual are in part income payments. 
Payments to redeeming shareholders of 
an “open end” regulated investment 


company representing their proportion- 
ate part of net income up to date of 
redemption, may be included in deter- 
mining whether the company has dis- 
tributed to its shareholders as taxable 
dividends at least 90% of its net income 
for the taxable year (excluding capital 
gains). Regulated investment com- 
panies meeting this test are not taxed 
on distributed Rev Rul. 
416. 


income. 55- 


Redemption of preferred to equalize 
holdings of two unrelated shareholders 
not taxable as a dividend. Each of two 
unrelated shareholders owned 50% of 
the common stock of a corporation. One 
shareholder owned one share of the pre- 
ferred, and the other 15 shares. The first 
shareholder had agreed to purchase 14 
additional shares of the preferred but 
was unable to do so because of per- 
sonal finances. To equalize the pre- 
ferred stockholdings as __ originally 
agreed, it is proposed that the corpora- 
tion, which has earnings and profits in 
excess of the amount of preferred, re- 
deem from the second shareholder 14 
shares of its preferred stock. The serv- 
ice holds that the redemption will be 
treated as a sale of the stock and will 
not be taxable as a dividend. The 1954 


Code provision treats redemptions like 
sales if one of four conditions is present: 
(1) not equivalent to dividend; or (2) 
substantially disproportionate, unless 
shareholder owns less than 50% of vot- 
ing stock; or (3) termination of share- 
holder’s interest; or (4) railroad reor- 
ganization. The service stated, “In the 


instant case the transaction. .can be 
characterized as a sale. The two 


shareholders are unrelated and there is 
no pro rata distribution in whole or in 
part effected by the transaction.” Rev. 
Rul. 55-462. 


Partial redemption by family corpora- 
tion equivalent to dividend. A proposed 
redemption by a corporation of part of 
its common stock held by stockholders 
who actually or constructively own all 
of the common stock of the corporation 
will constitute a distribution essentially 
equivalent to a dividend where no con- 
traction of the business will occur. Rev. 
Rul. 55-515. 


No dividend in corporation’s rejecting 
offered bargain which its stockholders 
accept. Taxpayers purchased from a gas 
company a building which was then be- 
ing occupied (under lease) by a corpo- 
ration which taxpayers controlled. The 
gas company had first offered to sell 
the building to the tenant. The Commis- 
sioner argued that the tenant corpora- 
tion had in effect paid a dividend to its 
owners by rejecting the opportunity to 
buy at a bargain and permitting the 
taxpayers to buy. The fax Court held 
that the tenant had no property right 
in the building and regardless of 
whether the purchase was a bargain, 
there was no taxable distribution of in- 
come from the tenant to its stockholders. 
Floyd, TCM 1955-209. 


No tax though distribution in reorgan- 
ization ignored formalities. Taxpayers 
stockholders in a_ corporation 
which was both a publisher and an op- 
erator of a radio station. The corpora- 
tion transferred its radio-station assets 
to a new corporation in return for stock 
and then distributed the stocks so re- 
ceived to its stockholders, the taxpayers. 
Such a transaction, the Commissioner 
argued, would be taxfree had the tech- 
nicalities of Sec. 112 of the 1939 Code 
been followed. As they were not, the 
distribution to taxpayers is taxable. 
Commenting merely that the Commis- 
sioner’s argument is “too tenuous” to 
base liability on it, the court finds for 
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the taxpayer. Thorsen, DC Oregon, 6/ 
17/55. 


Acquisition of stock for stock-plus-cash 
is taxable. Truax Corp. acquired over 
80% of the stock of Binkley for its own 
stock, and concurrently with that ex- 
change, acquired the remaining stock of 
Binkley plus all of the stock of Binkley’s 
subsidiary for cash. The transactions 
were held inseparable and part of one 
plan. The reorganization was not tax 
free because the acquisition of Binkley’s 
stock was not made “solely” for all or 
part of Truax voting stock. Howard, 24 
TC No. 90. 


Exchange of oil payment for ranch is 
taxable. The Code provides that the ex- 
change of property held for productive 
use or investment solely for property 
of a like kind is not taxable. Taxpayer 
exchanged his right to limited overrid- 
ing royalties of oil payment interests for 
the fee simple title to real estate. The 
court said the nature of the rights given 
up (overriding royalties) was not “like” 
the nature of the rights acquired (fee 
simple title) because the limited min- 
eral interest expired when a fixed sum 
was realized from it. Fleming, 24 TC 
No. 93. 


Stock not worthless in July despite sale 
for $1.00 in September. Taxpayer 
agreed that stock his partnership owned 
in a Miami hotel corporation was worth- 
less prior to the dissolution of his part- 
nership in July 1949. The Commissioner 
argued the stock still had value in July 
and the loss arose in September when 
taxpayer sold it back to the hotel cor- 
poration for $1.00. The Commissioner's 
position was that the loss should be 
disallowed, as between related parties, 
because the stock was, as planned, sub- 
sequently sold by the hotel corporation 
to a relative of the taxpayer. The Com- 
missioner thus disregarded the interim 
holding of the stock in the treasury of 
the corporation. The court reviewed the 
expert testimony as to the value of the 
hotel properties and concluded there 
was still potential value in July. How- 
ever the loss is allowable; the sale to 
the corporation was in good faith, had 
business purpose and cannot be disre- 
garded. Lincoln 24 TC No. 76. 


Stockholder continued business after 
corporate dissolution; not taxable as a 
corporation. Taxpayer was sole stock- 
holder of a corporation organized in 
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1939 to operate a drug store. In April 
1941 the corporation was dissolved by 
state authorities but the taxpayer did 
not learn of the dissolution until 1952. 
He had caused corporate returns to be 
filed, and the business was continued 
under the taxpayer's ownership, man- 
agement, and control. The court holds 
that.the business became a sole pro- 
prietorship as of 4/9/41, the income 
from which was thereafter properly tax- 
able to the taxpayer. Lack of adequate 
records justified use of the net worth 
method to reconstruct his income. Woo- 
tan, TCM 1955-191. 


Taxpayer held owner of property; tax 
on alleged receipt on dissolution of cor- 
poration improper. The Tax Court had 
found that taxpayer had not overcome 
the Commissioner’s presumption of cor- 
rectness. The asserted 
that certain real property had been pur- 
chased with funds belonging to tax- 
payer's corporation and was received by 
taxpayer upon the dissolution of the cor- 
poration even though legal title was in 
the taxpayer. This court finds that the 
Tax Court clearly erred in disregarding 
taxpayer's oral testimony and documen- 
tary evidence of his personal ownership. 
Because the Commissioner offered no 
evidence, the taxpayer’s uncontradicted 
evidence must be considered as having 
outweighed the presumption. Sharaf, 
CA-1, 7/15/55. 


Commissioner 


Oil dealer incorporates for 21 months; 
draws small salary; 102 penalty im- 
posed. Taxpayer's sole stockholder had 
been in the oil business for over 28 
years. He was in effect an oil broker 
carrying on a service business; he did 
not take title to the oil and owned no 
storage facilities. He incorporated the 
business in July 1947 and liquidated 
it in March 1949. The Commissioner 
asserted Sec. 102 tax for 1948; the Tax 
Court and Eighth Circuit affirm. In 1948 
the stockholder president drew a salary 
of $25,000, on which he paid tax of 
about $7,000. If all the corporate in- 
come had been distributed to him, his 
tax would have been about $345,000. 
The Tax Court found that there was no 
business need for the undistributed 
profit: little possibility of bad debt 
losses, no real plan for expansion. The 
Circuit court commented that this case 
presents the exact situation Sec. 102 
was intended to prevent. In computing 
the penalty tax only dividends paid in 
the same year are allowable as credit; 


therefore the liquidation distributions in 
1949 do not affect the 102 tax for 1948. 
Bride, CA-8, 7/9/55. 


Commissioner's valuations for equity in- 
vested capital purposes not proven er- 
roneous. Taxpayer failed to prove that 
the Commissioner’s valuation of com- 
mon and preferred stock received in 
transactions connected with a mort- 
gage forclosure reorganization in 1909- 
1910 was The Commis- 
sioner’s valuation of property paid was 
based on valuation of securities issued. 
The Court also held that the taxpayer 
was not entitled to include in its equity 
invested capital as an addition to its 
accumulated the difference 
between the face amount of general 
lien bonds of the old company in the 
reorganization and the fair market value 
of the preferred stock of the new com- 
pany. It did not prove that it assumed 
the liability for those old bonds. West- 
ern Md. Ry. Co., DC Md., 5/18/55. 


erroneous. 


earnings, 


All qualified finance companies exempt 
from personal-holding-company _ sur- 
taxes. A finance company by meeting 
the statutory requirements may be ex- 
empt from the personal holding com- 
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pany surtaxes even though it operates 
in a state having no statutes pertaining 
to finance companies. Rev. Rul. 55- 
417. 


Rent for corporate property leased to a 
partnership composed of its stockhold- 
ers is personal holding company in- 
come. Three brothers as equal partners 
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of a‘retail business owned all of the out- 
standing stock of taxpayer corporation. 
Taxpayer in 1945 executed a lease with 
the partnership and agreed to erect a 
building and lease it to the partnership 
for occupancy in July 1, 1946. In De- 
cember 1945 the partnership paid $20,- 
000 to the corporation which was re- 
ported as rent. The payment, even 








CAMPEAU v. COMMISSIONER 
A comment in verse by John P. Allison 


Until late last year when the law was amended 

You could keep quiz prizes for which you contended 
(At least if the answers were rendered at home) ; 

So says the Tax Court, per learned Judge Raum. 
The facts in this case come straight out of life. 

One Janice Campeau, a Portland housewife, 

Was home in her boudoir, at peace with the world, 
When a telephone call her reverie sperled. 

T’was a radio huckster, with riches galore; 

Hers for the asking, if she’d give with some lore. 
Two questions, two answers, were all that remained 
Between her and more wealth than she’d e’er before gained. 


To her husband she cried “Come help me, dear,” 

And told him of riches that might be near. 

Here were the things she long had desired; 

Things for which both of them long had aspired. 

The questions they asked, he was delighted to find, 
Were both on the movies, and fresh in his mind. 

How glad he was now that he’d not wasted his time, 
But had run to the cinema with each childhood dime! 


He knew both the answers, and gave them out right. 
“The prizes to Campeau,” said the broadcast that night; 
And his troubles and those of his wife, they were o’er— 
Or so did they think ’til that knock on the door. 

T'was the local collector of Uncle Sam’s tax 

With both hands outstretched and large empty sacks. 
He proclaimed that the prizes did constitute income, 
So that he was entitled to most, and again some. 

But the Campeaus were not to be easily scared; 

They slammed shut the door and to counsel repaired. 
He told them that their case was well worth a fight, 
That justice would triumph, they’d be held in the right. 


He explained that they could not be taxed on their gain 
(The laws of the land did this clearly ordain), 

Unless it was found that they’d worked for their loot— 
Then they'd owe a big tax and his fee to boot. 


And so the issue was presented to justice: 

Were the prizes a gift or compensation for service? 
Judge Raum held the former (and if truth be to tell 
Campeau was surprised, for he’d worked hard as hell). 
But do not rely on this case you’ve just read, 

And relying, yield jobs for air contests instead; 

The Fifty-four Code has changed all this now, so 

Uncle Sam is your partner at every quiz show. 








though made before the building was 
completed, was held to be rental in- 
come for use of the property in what- 
ever form it existed at that time, and 
therefore constituted personal holding 
company income. The Revenue Act of 
1950 exempted such payments made in 
years ending after December 31, 1945 
(and before 1950). Failure to file a per- 
sonal holding company return was due 
to reasonable cause where there was 
reliance on the advice of an accountant 
and attorney familiar with the facts. 
Amo Realty Co., 24 TC No. 92. 


Court of Claims holds reasonable war- 
time salaries (averaging $110,000) paid 
by distiller to controlling family. The 
Court of Claims held that salaries paid 
by taxpayer, a whiskey distiller, to two 
executives, members of the family that 
owned 51% of taxpayer’s stock, were 
reasonable. The salaries ranged from 
$50,000 to $160,000; the years involved 
1943 to 1950. The court noted 
the rapid growth of the taxpayer during 
this period after very lean years during 


were 


which it followed a policy of increasing 
its stock of aged whiskeys. No objec- 
tion to salaries was made by the hold- 
ers of the other 49% of the stock, which 
was publicly listed, nor by creditors. 
[Query did company pay EPT? If so, 
what was real cost to it of high salaries? 
Ed.] Comparison with another distiller 
indicated that taxpayer’s salary expense 
was, over a period, not high. Brown- 
Forman Distiller Corp., Ct. Clms. 


1/12/55. 


Can file consolidated return even though 
subsidiary’s stock is in escrow. A cor- 
poration which has purchased all the 
stock of another corporation may file a 
consolidated return with the subsidiary 
even though the subsidiary’s stock is 
held in escrow as security for the pur- 
chase price. Rev. Rul. 55-458. 


Consolidated loss carryback adjusted 
for excess percentage depletion of for- 
mer subsidiary not affiliated at time of 
loss. For 1952 a parent corporation filed 
a consolidated return with two subsidi- 
aries claiming percentage depletion for 
one of the subsidiaries which disaffili- 
ated in 1953. In carrying back to 1952 
a 1954 consolidated net operating loss 
for the parent and remaining subsidiary, 
the 1952 loss must be reduced by the 
excess of percentage depletion over cost 
depletion allowed in 1952 with respect 
to the former affiliate. Rev. Rul. 55-499. 
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NEW DEVELOPMENTS IN 


EDITED BY HARRY GRAHAM BALTER, LL.B. 





Evidence obtained by revenue agent cannot 


be used by Special Agent in fraud case 


_ LANGUAGE of the court in the 
Lipshitz decision (USDC, E. N.Y., 
6/24/55) affords us valuable 
guides in protecting clients against the 
stealthy obtaining of evidence without 
their knowledge, when a fraud prose- 
cution may be in prospect. This case, 
briefly noted here last month (3 JTAX 
166) is well described by the following 
excerpts from the court’s opinion: 


some 


What the court said 


. At various times prior to June 
30, 1948, representatives of the Bureau 
Revenue, including one 
Martin Obst, a Revenue Agent, now 
deceased, were engaged in auditing the 
books and records of Louis Lipshitz 
Dress Corporation, in which the defend- 
ant had a stock interest, and Louis Lip- 
shitz Dress Company, in which he was 
a partner, for several years, including 
1946, the year covered by the indict- 
ment. It appears, however that the in- 
formation obtained as a result of such 
audit was not very extensive. On June 
30, 1948, Special Agent Potts, a mem- 
ber of the Intelligence Unit of the Bu- 
reau, was assigned to work on the de- 
fendant’s with Revenue Agent 
Obst in what is referred to in the Bu- 
reau’s Regulations as a “Joint Investi- 
gation,” which, as appears from the 
testimony of Potts at the hearing, .. . 
contemplates an investigation in prepa- 
ration for criminal prosecution. As Potts 
testified, the investigation was initiated 
by the Special Intelligence Unit, and 
ordered as the result of a 
Revenue Agent’s report of fraud, dis- 
closed by an audit of the taxpayer's 
books and tax return. Potts testified .. . 
that it was his function to prepare the 
criminal features of the case while Obst 
was supposed to make an audit of the 


of Internal 


case 


was not 


taxpayer's books and determine the cor- 
rect tax liability. 


Special agent behind the scenes 


“Paragraph 678 of the Manual of In- 
structions for Revenue Agents, relating 
to the duties of agents in joint investi- 
gations, reads as follows: “In joint in- 
vestigations the Special Agent will be 
responsible for the criminal features of 
the case and for the procurement of ap- 
propriate proof to establish the criminal 
charge should prosecution be author- 
ized. The Internal Revenue Agent par- 
ticipating in such investigation will be 
responsible for the audit features of the 
case and for the preparation of a record 
of the proof to support the ad valorem 
addition to the tax. In such an investiga- 
tion the Special Agent will be respon- 
sible for the method of procedure in, 
and conduct of, the investigation. The 
Special Agent in charge will be the offi- 
cer responsible for a recommendation 
for or against criminal prosecution and 
may in his discretion recommend the 
assertion of an ad valorem addition to 
the tax in cases where criminal prosecu- 
tion is not recommended.” 

“On July 1, 1948, the day following 
his assignment to the case, Potts com- 
municated with Obst by telephone, and 
inquired as to the then status of the 
previous investigation. Thereafter he 
met and conferred with Obst on Octo- 
ber 5, 1948, and on at least five occa- 
sions in 1949, in connection with mat- 
ters involved in the investigation. On 
these occasions he asked Obst to visit 
the offices of the Louis Lipshitz Dress 
Company and make copies of various 
book entries and records, including the 
ledger accounts, drawing accounts, 
capital account, loan account, accounts 
receivable, accounts payable and total 
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debits and credits by years . . . Potts 
also instructed Obst to obtain informa- 
tion respecting the accounts of Ruskin 
Fashion Salon, Anglo-African Shipping 
Co. and H. T. Stanley Company, three 
South African customers of the partner- 
ship. 

“Pursuant to those instructions Obst 
visited the offices of the Louis Lipshitz 
Dress Company on many occasions. 
Kevenue Agent Silverman, testifying 
for the Government, stated . . . that 
Obst’s records disclosed that he visited 
the said offices on 79 occasions, 19 of 
them between June 20, 1949, and July 
26, 1949, and 13 of them between 
March 1, 1949 and March 21, 1949. 
On those visits he made copies of or 
extracts from various books, records, 
and accounts, which had been requested 
by Potts, part of which were included 
in the very large collection of papers, 
consisting of several hundred sheets, 
which were referred to during the hear- 
ing as Obst’s worksheets, and received 
in evidence as Exhibit “A”. 

“The records information ob- 
tained by Obst from the taxpayer's 
books were far more voluminous and ex- 
tensive than the preparation of the 
“audit features of the case” (See Par. 
678 of the Manual of Instructions, 
supra) required. Agent Silverman, when 
shown Exhibit A, testified that a rou- 
tine examination of the taxpayer’s 
books and records would not produce 
the extensive information contained in 
the said Exhibit. 

Obst’s daily reports disclosed that on 
many occasions during 1949 he visited 
the offices of the Louis Lipshitz Dress 
Company, after which he would call at 
the offices of the Intelligence Unit of 
the Bureau, at 253 Broadway, and at 
Government offices at 341 9th Avenue, 
where he would confer with Govern- 
ment agents. 

“Potts received the list of the partner- 
ship’s accounts receivable from Obst in 
September, 1949. Obst died in October, 
1949, and Revenue Agent Sheehan was 
assigned to replace him. The work- 
sheets remained in Sheehan’s custody 
until February, 1950, when they were 
given to Potts. The latter admitted that 
he obtained information from the said 
work-sheets concerning the accounts of 
and sales to customers of the partner- 
ship, and then compared the informa- 
tion so obtained with the customers’ 
own records. Among those customers 
were the three South African firms 
hereinabove named. 
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“In his affidavit, . . . Potts stated that 
he obtained his information relating to 
the defendant from sources other than 
Obst. That can hardly be true of the 
South African accounts, for he testified 
that he asked Obst to look for the ac- 
counts of the said firms in the tax- 
payer's books and records, and that the 
first lead he received respecting those 
accounts came from the Obst work- 
sheets. The Government has claimed, 
also, that it received its information re- 
specting the three South African ac- 
counts through letters from anonymous 
sources, but such information could not 
have related to the matters covered by 
the indictment, since the letters in ques- 
tion, exhibits in the hearing, were re- 
ceived in May and June, 1945, long 
prior to the commencement of the tax 
year, 1946, referred to in the indict- 
ment. Potts testified that he visited the 
New York offices of the said three South 
African firms in March, April and May, 
1950, and it may be assumed that he 
made use of the information he had 
obtained relating to their accounts with 
the taxpayer. 

“In or about June, 1950, Potts, proba- 
bly using the list of accounts receivable 
for that purpose, circularized three hun- 
dred partnership. 
While the record does not disclose the 
nature or extent of the inquiries made 
of the customers, it is probable that they 
concerned transactions with the part- 
nership. 

“The Government stated that its case 
against the defendant is based on un- 
reported sales of the partnership. It was 
the defendant’s burden to establish that 
the evidence relating to such sales was 
illegally obtained. I believe that the 
defendant has sustained his burden, at 
least with respect to information con- 
cerning the allegedly unreported sales 
to the three above-named South African 
firms. It was then the Government’s ob- 
ligation to prove that the information 
so obtained did not lead, directly or in- 
directly, to the discovery of any of the 
evidence relating to sales to said firms 
which may have been presented to the 
Grand Jury. See U. S. v. Coplon, 185 
Fed. (2d) 629, 636. This, in my opin- 
ion, it failed to do. 


customers of the 


Constitutional rights violated 


“I am satisfied that from June 30, 
1948, the day Potts was assigned to the 
case, he together with Obst, were jointly 
engaged in the preparation of the case 
for the criminal prosecution of the de- 
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fendant, and that they did not inform 
him, nor did he know, that they were 
so engaged. Pott’s assignment of Obst, 
a Revenue Agent, to obtain, without 
the Defendant’s knowledge and con- 
sent, extensive information and extracts 
from the taxpayer’s books and records, 
far in excess of those required for the 
customary routine audit of a Revenue 
Agent, cannot be appreciably distin- 
guished from the obtainment thereof by 
stealth or subterfuge. 

“It is difficult to ascertain precisely 
how much of what Obst learned during 
his frequent and extensive examinations 
of the taxpayer’s records was used in 
the preparation of the case for crim- 
inal prosecution and the resultant in- 
dictment, but there is little doubt that 
the first, and considerable subsequent 
information relating to the three afore- 
mentioned South African accounts came 
from that source. It is my opinion, 
therefore, that the evidence relating to 
those accounts was obtained in viola- 
tion of the defendant’s rights under the 
4th and 5th Amendments of the Con- 
stitution of the United States. If we 
are to give effect to those rights, we 
can do no less than to render useless 
the information and evidence so ob- 
tained. In Boyd v. United States, 116 
U. S. 616, a substantially analogous 
case, involving compulsorily produced 
private books and papers, the Court 
said, at page 635, “Though the pro- 
ceeding in question is divested of many 
of the aggravating incidents of actual 
search and seizure, yet, as before said, 
it contains their substance and essence, 
and effects their substantial purpose. . .”* 


New decisions — 





“Cash in suitcase” story disbelieved; 
conviction by net worth method sus- 
tained. During the trial for tax evasion 
for 1942 and 1948 the Government 
proved various sources of taxpayer's 
legitimate and illegitimate (gambling) 
income. The accuracy of the Govern- 
ment’s contentions were proven through 
words of others. Taxpayer kept no books 
and records and destroyed or concealed 
those which he kept. The jury disbe- 
lieved his “cash hoard” story of a mil- 
lion dollars in currency in suitcases prior 
to the taxable years. He had large ex- 
penditures in the taxable years but re- 
ported small amounts of income in pre- 
vious, years. He proved no sources of 
income which he did not report for 


prior years. The court sustained the con- 
viction and held that the jury could 
have properly drawn an inference that 
taxpayer’s expenditures in the taxable 
year were from unreported taxable in- 
come. Lewis, CA-9 6/30/55. 


Doctor's conviction under net worth 
method affirmed. Taxpayer was con- 
victed of tax evasion for 1947 and 1948. 
The evidence was that he had destroyed 
all of his records from which specific 
items of unreported income could be 
ascertained. The Government checked 
all possible sources of non-taxable in- 
come, even though taxpayer had sug- 
gested none. The jury disbelieved his 
story of a cash hoard at the beginning of 
the taxable years saved from a large gift 
of cash from his mother and savings of 
$3,600 to $4,800 a year from a salary 
of $5,000 a year. There was also evi- 
dence of borrowings and statements in- 
consistent with an accumulation of cash. 
No prejudicial error resulted from the 
court’s evidentiary rulings or instruc- 
tions. Kasper, CA-9, 7/11/55. 


Net worth method used to reconstruct 
gambler’s income. In the absence of any 
records the Commissioner correctly re- 
constructed a gambler’s income using 
the net worth method. The fraud pen- 
alty was sustained. Zeidler, TCM 1955- 
184. 


Fraud and deficiencies upheld on fail- 
ure to rebut Commissioner's findings. 
Deficiencies and findings of fraud were 
upheld against the sole stockholders of 
a trucking corporation because the 
stockholders presented no evidence to 
rebut the Commissioner’s proof of di- 
version of corporate receipts and dis- 
crepancies in the corporate records. 
Faller, TCM 1955-193. 


Net worth determination erroneous; it 
failed to consider taxpayer's borrow- 
ings. In its net worth computation, the 
government failed to point to any source 
from which taxpayer could have ob- 
tained the amounts charged to him, and 
the Tax Court accepted his defense that 
he acquired the money through loans. 
Deficiencies were redetermined and the 
fraud penalty was not sustained. Mof- 
fett, TCM 1955-201. 


Redetermination of income from bank 
deposits rejected as inaccurate. The 
Commissioner, ignoring the records 
(though incomplete) of taxpayer who 
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had only two sources of income, a 
grocery store and a coffee shop, used 
the bank deposit method to redetermine 
income. In that computation he was 
held to have made substantial errors. 
The court found the taxpayer did not 
have income in excess of exemptions. 
It found no fraud penalty, and no pen- 
alty for failure to file a return. The 
court said, “This is an unhappy case and 
one that should not have been.” Dean, 
TCM 1955-217. 


Bar to prosecution of one alleged co- 
conspirator is bar to prosecution of 
other. A revenue agent and lawyer were 
acquitted of conspiracy to conceal the 
late filing of returns of an estate by the 
attorney. Subsequently they were con- 
victed of the substantive charge of con- 
cealing the late filing of the returns. The 
appellate court reversed the conviction 
as to the lawyer on the ground of bar of 
the previous acquittal. It affirmed, how- 


ever, as to the agent. On rehearing, the | 


court corrected its previous inconsistent 
decision and reversed the agent’s con- 
viction also. Cosgrove, CA-9, 6/22/55. 


Failure-to-file penalty asserted where 
accountant not advised of all facts. Un- 
reported sales were withheld by the 
controlling officer, and the accountant 
relied on the books which did not reflect 
sufficient income to require filing an 
EPT return. This was not reasonable 
cause for failure to file. Penalty sus- 
tained. Dawkins, TCM 1955-178. 


Negligence is not equivalent to fraud. 
Although law partners were assessed 
negligence penalties for maintaining in- 
complete and inadequate records, their 
negligence was held not equivalent to 
an intent to defraud. Foulke, TCM 
1955-175. 


Farmer not negligent in failing to keep 
records. The Tax Court finds that the 
net worth method was properly used to 
determine the gross income of a farmer 
who failed to maintain adequate rec- 
ords. However, the negligence penalty 
was not sustained for such failure alone 
because farmers are specifically ex- 
cluded from the requirement of main- 
taining permanent books and records. 
Laity, TCM, 1955-176. 


Negligence but not fraud in failure to 
file returns for corporation. Taxpayer 
was assessed as transferee of a corpora- 
tion. The corporate records were kept 


in a very loose manner, but the Court 
finds that more than a suspicion of 
fraud is required. Negligence penalties 
however sustained. Nor could corpora- 
tion rely on counsel—he was not fully 
informed and further, the fact that he 
prepared one return for a year begin- 
ning and ending October 18, shows his 
incompetence to advise on tax matters. 
Henry K. Given, TCM 1955-39. 


Reliance on counsel inexperienced in 
taxes no excuse for failure to file per- 
sonal holding company returns. The 
court holds that the excess of the face 
amount of a note received by taxpayer 
over the actual amount it lent consti- 
tuted interest and therefore personal 
holding company income. Failure to 
file a personal holding company return 
was not due to reasonable cause; the 
corporation relied on the advice of its 
secretary, a bookkeeper, and his attor- 
ney-friend, neither of whom was experi- 
enced in tax matters. Mayflower In- 
vestment Co., 24 TC No. 81. 


No corporate fraud in unreported over- 
ceiling sales diverted to stockholders. 
The Court approved the Commis- 
sioner’s action in increasing corporate 
income by unreported gain from over- 
ceiling sales of meat to the extent of 
$191,500 over a 3 year period. Because 
of insufficient proof by the Commis- 
sioner, an additional sum of some 
$43,000 of “unidentified sales” was ex- 
cluded. The four corporate stockholders 
having diverted the unreported sales for 
their own use, as shown by their net 
worth increases, were also held to have 
understated their income. However, the 
corporation’s deficiency 


was__ based 
largely on its failure to overcome the 
presumption of correctness of the Com- 
missioner’s computation. The court 
found no proof of fraud as to the corpo- 
ration. Fraud penalties were sustained 
against 3 of the 4 stockholders. U.S. 
Packing Co., Inc. TCM 1955-194. 


Unexplained bank deposits in them- 
selves not proof of fraud. In the absence 
of proof the Commissioner was barred 
by the statute of limitations from assess- 
ing deficiencies after the ordinary three 
year statute of limitations expired. (The 
statute of limitation does not apply to 
fraudulently omitted income.) York, 24 
TC No. 83. 


Gambler's course of action evidenced 
fraudulent intent. Part of taxpayer's de- 
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ficiencies were held due to fraud. He 
derived income from gambling or re- 
lated activities and did not report it; 
he failed to record sizeable receipts 
from his restaurant and night club; nu- 
merous claimed deductions, losses, and 
credits were disallowed. Baldwin, TCM 
1955-200. 


Tax fraud and negligence + 


Former District Attorney’s conviction 
for tax evasion upheld. Taxpayer, a 
Mass. lawyer and former District At- 
torney of his county was convicted of 
tax evasion for 1947 through 1950. The 
Government proved omissions of spe- 
cific items of income from his private 
law practice which he maintained while 
District Attorney. The Government in- 
troduced evidence showing that tax- 
payer took money from an estate for 
which he was counsel and did not re- 
port it as income. Taxpayer objected on 
the ground that this was prejudicial as 
showing non-taxable proceeds of em- 
bezzlement. The court holds, however, 
that the inference that the moneys were 
taxable legal could have been 
drawn by the jury and the evidence 
therefore was admissible. Taxpayer also 
contended that this evidence was inad- 
missible because it constituted a collat- 
eral attack on the decree of the local 
probate allowing the administrator’s final 
account. This court holds that because 
taxpayer was counsel for the administra- 
tor (his son) and attorney for the heirs, 
this argument is a mere attempt by him 
to lift himself by his own bootstraps. 
The probate court did not attempt to 
determine that taxpayer did not previ- 
ously take a larger amount and then 
later return part and keep only the part 
the court allowed. Taxpayer further 
raised as error the Government’s fail- 
ure to call a witness favorable to him. 


fees 


The court disagreed; the witness was in 
court and available to taxpayer if he 
desired his testimony. Also, contrary to 
taxpayer's contention, the court brought 
no pressure to bear on the jury after its 
retirement to deliberate. Credella, CA-1, 
8/5/55. 


No fraud in reporting gain; it was capi- 
tal. The court found that taxpayer had 
held a tract of property for investment 
and not for sale to customers. Gain real- 
ized from the sale was taxable as capital. 
It logically follows, the court said, that 
a fraud penalty for having reported the 
gain as capital rather than ordinary in- 
come may not be imposed. Flato, TCM 
1955-216. 
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New bill introduced to bring combined 


annual reporting one step closer 


E HAVE COMMENTED here from time 
\ to time on the advantages of com- 
bined withholding federal income tax 
and OASI tax. We have also been plug- 
ging for combined annual reporting of 
these two taxes. Thus, it was with a 
great deal of pleasure that we noted 
the introduction of HR 7770 in the 
closing days of Congress. 

One of the primary purposes ot the 
bill is to consolidate the reporting by 
employers for income tax withholding 
and old-age and survivors’ insurance 
purposes. In connection with the intro- 
duction of the bill, the Social Security 
Administration of the Department of 
Health, Education and Welfare issued 
the following statement: 

“Consolidated wage reporting on an 
annual basis under social security and 
the income tax, and an increase in the 
interest earned by the Old-Age and 
Survivors Insurance Trust Fund, are 
provided for in a proposed bill worked 
out jointly by the Treasury Department 
and the Department of Health, Educa- 
tion and Welfare, and transmitted to the 
Congress. 

“The proposed bill would bring 
about a reduction of the paper work of 
the government since 12 million quar- 
terly wage reports a year containing 
200 million wage items would be elimi- 
nated. This will free machines and man- 
power for other purposes, including 
better enforcement of payroll and in- 
come taxes. Consolidated reporting is 
also expected to make it easier for the 
worker to check on the accuracy of his 
social security wage record, to result 
in income tax refunds for employees 
who fail to file a claim for refunds, and 
to improve income tax reporting by 
both employees and employers. The 
proposed plan is the culmination of 
thought and effort going back far in 
the history of the social security pro- 


gram. The elimination of quarterly 
reports was also recommended unani- 
mously by the Hoover Commission in 
its report on paper work and ‘red tape 
in the Government.’ 

“Reporting requirements of over 3.5 
million employers would be substan- 
tially reduced. Instead of the present 
detailed quarterly wage reports, the 
withholding tax statements filed once 
a year for each employee would pro- 
vide the wage records necessary to the 
old-age and survivors insurance pro- 
gram. The 1954 Social Security Act 
amendments substantially increased the 
number of persons for whom wages are 
now reported on an annual basis and 
emphasized the advantages of moving 
from quarterly to annual wage report- 
ing for the rest of the Nation’s workers. 

“A principal feature of the new plan 
is for the Social Security Administration 
to maintain its wage records for each 
employee from the income tax withhold- 
ing statements (Form W-2) filed by 
employers with the Internal Revenue 
Service. The Social Security Administra- 
tion will also check the information re- 
ceived from employers against the 
withholding statements filed by em- 
ployees with their income tax returns. 

“Employers would continue to pay 
withheld taxes to the Government 
monthly or quarterly, depending on the 
amounts withheld, as at present. Em- 
ployees would continue to file income 
tax returns as under existing law. 

“The new plan contemplates minor 
modifications in the eligibility provi- 
sions under the social security program. 
‘Coverage credits’ would be substituted 
for “quarters of coverage,’ and for each 
$100 of annual earnings a covered 
worker would receive one coverage 
credit but not more than four a year. 
An individual earning $400 or more 
would receive four coverage credits, 





the equivalent of four quarters of cov- 
erage under existing law. Wage and 
salary earners would thus be subject 
to the same qualifying requirements 
which now apply to self-employed per- 
sons and farm workers. 

“The rights of all individuals earned 
under the existing social security law 
would be safeguarded throughout under 
the new plan. 

“The proposed changes in computing 
the interest earned on investments of 
the Old-Age and Survivors Insurance 
Trust Fund, in which all social security 
tax collections are deposited, have been 
recommended by the’ Board of Trustees 
of the Fund. It would give recognition 
to the long-term character of the Trust 
Fund, and produce an interest rate 
more in line with the interest rate paid 
by the Treasury to other lenders of 
long-term funds. 

“Under the new formula, the interest 
rate on securities issued directly to the 
Trust Fund would be based on the 
average interest rate paid on marketable 
Federal bonds with a maturity of five 
years or more at the time of issue, and 
the average thus computed would be 
rounded to the nearest 1/, of 1 per cent. 

“Existing law requires the interest 
rate to be the average on the total 
interest-bearing public debt, including 
short-term securities, rounded to the 
next lowest 1/, of 1 per cent. 

“The proposal, it is estimated, would 
currently increase the interest rate on 
bonds issued directly to the Trust Fund 
from 21/, per cent to 21/, per cent. 
This would mean an increase in the 
interest earnings of the Trust Fund of 
about $44 million a year.” 


Further changes in state 
unemployment insurance laws 


FoLLow1nc the publication of the chart 
last month (3 JTAX 182), September, 
we note that Wisconsin has changed 
its law to deny benefits for a specified 
period in all pregnancy cases, and to 
provide that holiday pay or vacation 
pay will be counted for UC benefit 
purposes only if definitely and promptly 
allocated by the employer. 


New decisions 
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employer; total pay subject to FICA. 
If a domestic servant who also works 
at his employer’s business establishment 
“$50 a quarter” test for his 
domestic services, the total wages re- 
ceived are subject to the social security 
tax. If the “$50 a quarter” test is not 
met, only his business wages are sub- 


ject to tax. Rev. Rul 55-386. 


meets the 


Beekeeping is agricultural labor. Serv- 
ices rendered by an employee of a bee- 
keeper who operates at one location and 
is engaged in raising bees and produc- 
ing, extracting, packing and _ selling 
honey are “agricultural labor” for social 
security tax purposes. Rev. Rul. 55-456. 


Professor is part-time employee of en- 
consultants. Taxpayer, an 
engineering professor, performed en- 
gineering services on a part time basis 
for a firm of consulting engineers. The 
service rules that he is an employee for 
federal employment tax purposes be- 
he receives general supervision 
and guidance from the firm, he does 
not maintain his own office nor hold 
himself out to the public as an engineer- 


gineering 


cause 


ing consultant, and if any assistants are 
needed they are hired with the consent 
of the firm and are paid by it. Rev. Rul. 
55-466. 


Missionary services exempt from Social 
Security. Domestic or foreign mission- 
ary services performed by an ordained 
minister regardless of actual types of 
services performed are “in the exercise 
of his ministry” 
Social 

55-471. 


and are exempt from 


Security coverage. Rev. Rul. 


Students selected to work in a factory 
on campus are employees. A college 
selects students to work on a part time 
basis in a manufacturing plant operated 
on the campus. The manufacturer con- 
trols the quality and manner of work, 
provides all equipment, and pays all 
remuneration due a student direct to 
the college which in turn credits the 
amounts received to the student’s ac- 
count with the college. The students 
are held to be employees subject to fed- 
eral employment taxes. Rev. Rul. 55- 
500. 


Withholding still required on retire- 
ment pay. The fact that certain income 
qualifies for the retirement credit does 
not except it from withholding. Rev. 
Rul. 55-484. 


NEW DEVEL OPMENTS IN 


‘oe ai of taxation 


Foreign aspects of taxation * 255 


EDITED BY SIDNEY I. ROBERTS, L1.8., CPA, 
sONN COSTELLOE, LL.B., AND JOHN WILCOX, LL.B. 


$3000 compensation exemption in 
Japanese treaty applies to either dollars 
or yen. Our treaty with Japan provides 
a mutual tax exemption for compensa- 
tion up to $3,000 for temporary per- 
sonal services performed by a resident 
of one country in the other country. 
This limitation of tax exemption of 
$3,000 refers to the official dollar rate 
of exchange at time of payment and 
applies equally to compensation paid 
in dollars or in yen. Rev. Rul. 55-472. 


Foreign tax credit computed on market 
value of dividend in kind from subsid- 
iary. Taxpayer received dividends from 
a Puerto Rican subsidiary of cash of 
about $270,000 and property with a 
value of about $1,440,000, totalling 
$1,710,000. However, the property had 
cost the subsidiary only some $360,000, 
making the dividend at subsidiary’s cost 
only $630,000. The accumulated earn- 
ings and profits of the subsidiary ex- 
ceeded $1,710,000. Therefore the entire 
distribution was a taxable dividend, 
against which there is a credit for 
foreign taxes paid by the practically 
100% owned subsidiary. The credit is 
the same proportion of taxes paid as the 
dividend is of accumulated earnings. In 
this computation taxpayer would mul- 
tiply taxes paid by the fraction $1,710,- 
000/surplus. The Commissioner would 
use the fraction $630,000/surplus. The 
court held for the taxpayer. “Dividend” 
must have the same meaning every- 
where in the Code, i.e., fair market 
value. Central Aguirre Sugar Co., 24 
TC No. 70. 


Foreign resident can exclude U. S. fur- 
lough pay. A missionary who has been 
a bona fide resident of a foreign coun- 
try during an entire taxable year can 
exclude from income the entire amount 
of furlough allowance attributable to 
the foreign service regardless of when 
received, whether or not he intends to 
return to the foreign country upon com- 
pletion of his furlough, and whether or 





not he remains in the U. S. beyond his 
regular furlough period. The service 
points out that under the Code amounts 
of earned income applicable to periods 
of bona-fide foreign residence are ex- 
cluded from gross income. The mission- 
ary meets that test regardless of whether 
he returns to his foreign post at the end 
of the furlough. Rev. Rul. 55-464. 


Foreign tax credit for Costa Rica tax. 
Taxes on net profits paid to Costa Rica 
by a U.S. corporation even though the 
tax is limited to a maximum rate fixed 
by contract with the Costa Rica govern- 
ment, will be allowed as a foreign tax 
credit. Rev. Rul. 55-454. 


Procedures issued for clearing depart- 
ing aliens. Aliens departing from the 
U.S. or its possessions must secure a tax 
clearance. Uniform procedures have 
been established by the IRS for the 
issuance of Certificates of Compliance 
to and the clearance of such aliens. 
They are set forth in detail in this rul- 
ing. Rev. Rul. 55-468. 


French researcher at American univer- 
sity exempt from tax. Compensation re- 
ceived by a French citizen, who is in 
the U.S. on an exchange-visitor’s visa 
to perform professional services as a 
research assistant at a university is ex- 
empt from income tax by treaty. Rev. 
Rul. 55-508. 


Foreign taxes on insurance companies 
qualify for tax credits. The Cuban li- 
cense fee for beginning certain opera- 
tions is not an income tax whereas the 
Cuban tax on insurance companies 
based on gross income is an income 
tax and therefor allowable as a_ tax 
credit. Rev. Rul. 55-504. 

The Venezuelan and Panamanian in- 
come taxes on life insurance companies 
are allowable as tax credits subject to 
the statutory limitations even though 
the taxes include items not subject to 
tax in the U. S. Rev. Rul. 55-505. 
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NEW DEVELOPMENTS iN 


Excise taxes 


OF GENERAL INTEREST 











What about refunds to customer as 


result of General Motors decision? 


“How to Get 
JTAX 


decision (2 


EXPLAINED 
Refunds” (2 
G.M. 
we prompted a query on 


VW HEN WE 


Excise Tax 
347) following the 
JTAX 347), 
the possible necessity for refunding to 
tax refunds received 
C. D. Boyden, 
Smith-Corona Inc. says: 


customer of any 
by manufacturer. assist- 
ant secretary, 

“Many 


the technicalities 


companies are interested in 
involved in filing 
Due to the fact that 
most companies charge the customer for 


claims for refund. 


the excise tax, it is usually necessary for 
such manufacturers to refund the excise 
tax to the customer if the manufacturer 
secures a refund from the government. 
Usually the manufacturer has to prove 
that he has already made the refund to 
the customer or has received consent 
from the customer to secure such re- 
fund. 

“I am not sure on this point but I 
have been told by a person in good au- 
thority that in the G.M. case the tax 
on the warranty was not charged to the 
customer but General 
a deficiency assessment. 


was paid by 
Motors under 
In such a case as that I can see where 
General Motors does not need to refund 
any of the tax to the customer in the 
Frigidaire case. 

I would certainly appreciate it and I 
know that many other tax men would 
appreciate it if this matter 
delved into a little deeper 


could be 
so that we 
could get the answers in connection 
with refunding this tax to the ultimate 
purchaser.” 

We discussed this question with C. R. 
Orem, Jr., manager of the tax depart- 
ment of Sylvania Electric Products, Inc., 
and a well-known authority on excise 
taxes. His comments are summed up 
this way: 

“Section 3443(d) of the 39 Code 
(Sec. 6416(a) 54 Code) requires that 
as a condition precedent to obtaining a 
credit or refund of manufacturers’ excise 


tax overpaid, the claimant must estab- 
lish that he either (1) did not pass on 
the tax in question, or (2) has reim- 
bursed the ultimate purchase for the tax 
claimed, or (3) has the consent of the 
ultimate purchaser to the granting of 
the credit or refund to the claimant. 
This Section does not apply, however, 
to claims based on Section 3443(a) (2 
of the 39 Code (Sec. 6416(b) (1) 
Code). The latter section, among other 
things, covers adjustments of selling 
price by reason of a “bona fide discount, 
rebate or allowance.” The decision in 
the G.M. case was based on a holding 
that the warranty expenses there in 
question, were adjustments of selling 
price within the purview of said Section 
3443 (a) (2). This holding had the effect 
of eliminating all question of passing on 
of tax. 

“Administratively, the Internal Rev- 
enue Service interprets Section 3443 (a) 
(2) to mean that all adjustments com- 
ing within its purview are to be 
considered tax-included adjustments. 
Therefore, an expense incurred in carry- 
ing out a warranty—if it is otherwise 
acceptable as an adjustment under the 
rule of the G.M. case—will be con- 
sidered a tax-included price adjustment, 
and the taxpayer will be entitled to a 
refund or credit in an amount equal to 

(in the case of a 10% tax) 1/,, of the 
amount of the expense incurred.” 





New decisions 


Note to bank is not a 


“debenture” sub- 
ject to stamp tax. A note, typed on plain 
white paper, to a bank tor a $1,125,000 
loan payable in two years, was not a 
debenture. The test is whether the in- 
strument is an investment, and the es- 
sence of an investment is ready market- 
ability. Here the loan was subject to 


condition set out in a letter and was 
not negotiable; further the “purchaser” 
was engaged in banking. The loan was 
ordinary business to it, not an invest- 
ment. The stamp tax is not applicable. 
Bijou Theatrical Enterprise Co., Men- 
ninger, DC Mich., 


Note and loan agreement with insur- 
ance company is taxable debenture. On 
the ground that only the simplest notes 
are excluded, the Court finds that the 
twenty-page agreement and note form 
by which taxpayer borrowed a million 
dollar loan, repayable in ten years, was 
a debenture on which stamp tax is re- 
quired. Pierce v. U.S. DC Mass., 
12/31/54. 


Trip beginning and ending outside U.S. 
not subject to transportation tax. A pay- 
ment made in Canada for a trip which 
begins and ends outside the U.S. is 
not subject to the transportation tax 
even though the purchaser of the 


ticket is a U.S. resident. Rev. Rul. 55- 
409. 


No dues tax on business lunch club. 
Rockefeller Center, Inc. the owner of 
Radio City, because of inadequate res- 
taurant facilities, organized a luncheon 
club. Membership was limited and ob- 
tained by election. The Board of Gov- 
ernors was elected by the membership 
annually. The owner of the building 
agreed to provide luncheon service to 
members and guests and agreed to con- 
tinue indefinitely. The court holds that 
since the club served no social purposes, 
the guests were “business guests.” 
Therefore no dues tax applies. Rocke- 
feller Center Luncheon Club, Inc., DC 
N.Y., 5/31/55. 


Gambling tax imposed on labor union. 
In order to finance a new Union home, 
a local labor union (and two other per- 
sons) conducted a numbers lottery or 
weekly pool violation of local law. 
The union’s only other source of income 
was from dues which amounted to only 
5% of the gross from the lottery. Under 
the contract with the two outsiders the 
net proceeds were to be split and the 
outsiders were to bear all losses and 
finance the operation. It was to run for 
5 years, but when the Commissioner 
asserted that the union was subject to 
the wagering tax, it was discontinued 
after one year. In the Union’s suit for 
refund of wagering tax paid the court 
agreed with the Commissioner and 
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held that the statute does not exempt 
from the excise tax a Section 101 or- 
ganization which engages in a lottery 
of such scope and duration that the 
purposes for which the income tax ex- 
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Classified advertising will be accepted 
for publication for help wanted, situa- 
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HELP WANTED 


Serve America overseas. Several openings 
for personnel with accounting and admin- 
istrative background in specialized fields 
such as taxation, hospital, education and 
utilities. Place: Guam, Territory of the 
U.S. Climate healthful and pleasant; ideal 
for fishing, swimming, golf, etc. Two year 
contract. Thirty days annual leave. Salaries 
from $4200 to $8500. Transportation for 
employee and family at government ex- 
pense. Government housing provided at 
nominal rent. If interested, write the Di- 
rector of Personnel, Government of Guam, 
Agana, Guam. Box 104. 


POSITIONS WANTED 


Attorney, CPA 10 years practice, experi- 
enced in tax work with prominent tax firm, 
seeks new position in tax field. Box 102. 


Harvard ’52, intensive 
experience Federal taxes; tax planning, 
corporate and individual; estate planning; 
pension and profit-sharing plans; extensive 
drafting background; desires position with 
law firm or corporation. Box 105. 


Attorney (N.Y.) 


Tax Accountant—Specialist in federal and 
state taxes desires public-private position. 
Box 103. 


emption was granted become secondary 
in importance to the business of gam- 
bling. Hessman, DC, SD Ind (Ind. 
Div.), 6/22/55. 

Congressmen subject to transportation 
tax unless on government request. Since 
1943, transportation of a person is not 
exempt from tax merely because it is 
paid for by the U.S. Only transportation 
on “transportation requests” is so ex 
empt. Hence, Congressmen, whether 
traveling to or from a session or on offi- 
cial business, are not exempt from tax 
unless they are using official “transpor- 
tation requests.” Rev. Rul. 54-540. 


Stamps required on foreign transfer of 
domestic corporation’s stock. Transfer 
of stock a domestic corporation is 
subject to the documentary stamp tax, 
when recorded on duplicate stock rec- 
ords here even though the transaction 
is effected abroad and is recorded in 
stock transfer book maintained outside 
U.S. Rev. Rul. 55-259. 


Interest now available on some excise 
tax refunds. Retailers who erroneously 
or mistakenly pay excise taxes properly 
due and payable by manufacturers, are 
now entitled to interest on their refund 
claims. Rev. Rul. 55-272. 
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$6 million borrowing from insurance 
company held a taxable debenture. 
The factors which lead the Court to 
hold the instrument here a debenture, 
subject to excise tax, were: restrictions 
on operations of the borrower; the 
twenty-year term; divisibility into 
$1,000 notes at the lender’s option, 
assuring its marketability; the fact that 
the lender was an investor not a banker. 
Sharon Steel Corporation v. U.S., DC 
Pa., 3/22/55. 


Index of cases * 


Engineers’ club not a social club. As 
the dominant purpose of the club was 
the advancement of engineering, inci- 
dental social privileges offered mem- 
bers did not make the club a social 
club and its fees and dues thereby sub- 
ject to tax. Engineers’ Club of Dayton 
v. U.S. DC Ohio, 4/1/55. 


Members’ $50 death benefit makes club 
taxable. Taxpayer was a club for union 
members in Erie. It operated a club- 
house with restaurant, etc. The Court 
held that it did not qualify as a social 
club because its constitution provided 
for a death benefit of from $30 to $50. 
This death benefit was not for social or 
recreational purposes. The club there- 
fore was not exempt. Allied Trades 
Club, Inc., 23 TC No. 125. 
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Linders for 
Lhe Journal of Laxation 





Binders hold 12 issues (two volumes); they are gold-stamped on the back, 
showing “The Journal of Taxation,” the period covered, and the volume 
and number of the issues contained. The binders are blue simulated 
leather on heavy binder’s board; copies of the Yournal are firmly held in 
place by metal blades. While copies are easily removable at will, the 
binding is sturdy and permanent, able to withstand constant usage. 


The price is $3 per binder, plus postage. 


In ordering please specify whether you want binder for Volume I & II 
(June 1954 through June 1955), or for Volume III & IV (July 1955 through 
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West 42nd Street, New York 36, New York. We will bill you. 








